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THE RESIDUAL EQUITY POINT OF VIEW 
IN ACCOUNTING 


GEORGE J. STAUBUS 
Assistant Professor, University of California, Berkeley 


HE American Institute of Certified 

Public Accountants’ annual publica- 

tion Accounting Trends and Tech- 
niques provides ample evidence that ac- 
countants do not agree on the point of view 
that should be taken in the accumulation 
of financial information and its presenta- 
tion in “general purpose’’ statements. Like- 
wise, a survey of the literature of account- 
ing reveals that writers on accounting 
theory do not agree on the point of view 
that should be taken in accounting. 

Some accountants believe that they 
should take the point of view of proprietors 
as a guide in the accumulation and report- 
ing of financial data. Others feel that the 
point of view of the entity' is the most use- 


1 Some of the literature espousing the entity theory 
does not present as clear-cut a point of view as does 
camel literature. A striking example of this is the 
ollowing paragraphs: 

Looked at through the eyes of the common stock- 
holders the interest on notes, bonds, and other liabili- 
ties would seem to be a deduction not unlike that for 
labor, materials, and other operating charges.” 

“From the point of view of the enterprise as an 
economic entity and a center of managerial activity, on 
the other hand, treatment of interest as a charge anal- 
ogous to operating costs such as labor and materials 
is objectionable. ‘© management the cost of ting 
the undertaking is not affected by the form of capital 
structure employed, nor by the particular kinds of in- 
struments used in raising the necessary funds. To man- 
agement the bondholders’ dollars and the money fur- 
mished by the stockholders become amalgamated in the 

t Of resources subject to administration, and the 
het income of the enterprise consists of the entire 
amount available for apportionment among all classes 
of investors. Interest ges, from this standpoint, 


ful vantage point for accountants. An- 
other “point of view” that is often used in 
accounting, although seldom in business 
accounting, is that embodied in the fund 
theory? perhaps best described as a gen- 
eralized point of view. 

Statistics reported in Accounting Trends 
and Techniques indicate that no one of the 
above points of view has been whole- 
heartedly accepted by the accounting pro- 
fession in the United States. That a dis- 
tinct proprietary point of view is not 
popular is evidenced by the fact that, in 
1956, 523 of 600 companies reviewed by 
the Institute’s staff did not see fit to treat 
the stockholders’ equity differently from 
creditors’ equities on the balance sheet. 
This point is even more sharply empha- 
sized by the absence of a title for the 
stockholders’ equity section in the balance 
sheets of 38 of the companies. The lack of 


are not operating costs but represent a distribution of 
income, somewhat akin to dividends.” (Paton, W. A. 
and Littleton, A. C., Am Introduction to Corporate Ac- 
counting Standards (Chicago: American Accounting 
Association, 1940] pp. 43-4). To the present writer, the 
points of view of management and the entity are very 
different, and interest is not a distribution of income 
from either point of view. The paragraph ends with a 
statement that expresses the viewpoint of all investors. 
See Staubus, J., “Payments for the Use of 
Capital and the Matching Process,” THE ACCOUNTING 
REviIEWw, January, 1952, 104-113. 

2 See Vatter, William J., The Fund Theory of Ac- 
counting and Its Implications for Financial Reports 
(Chicago: The University of Chicago Press, 1947). 
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a trend towards the type of entity theory 
propounded by Professor Paton and others 
in recent decades is indicated by the facts 
that (1) the number of companies using 
the pure single-step form of income state- 
ment—a form that ranks interest® abreast 
of the other major expenses—increased 
from 13% of those analyzed in 1946 to 
40% in 1956; and (2) the number of com- 
panies using a form of balance sheet that 
emphasizes the stockholders’ equity sec- 
tion has increased sharply in the last ten 
years—from 16 to 77.4 

This article begins with the proposition 
that the central objective of published 
financial statements is the presentation of 
information which will be useful in making 
investment decisions. An analysis of the 
informational needs of investors will sug- 
gest the importance of predicting the 
firm’s future cash flows. The cash flow 
analysis will, in turn, lead us to the con- 
cept of the residual equity. 


BACKGROUND FOR THE RESIDUAL 
EQUITY POINT OF VIEW 


From the standpoint of complete ex- 
position, it would be desirable to discuss 
some general aspects of accounting to 
which the author gave some attention be- 
fore starting the analysis that leads to the 
residual equity concept. However, in the 
interest of brevity, that background will 
be presented in the form of a related series 
of conclusions. 

1. Accounting is an activity. When account- 
ants account they determine the qualitative 
and quantitative economic effects of events 
upon a specific entity, they report those 
effects, and they do several things between 
determining and reporting economic effects 
of events, including recording, classifying, 
and summarizing those effects. 


* Leading proponents of the “entity theory” view 
interest as a distribution of income. See the previous 
footnote. 

4 American Institute of Certified Public Accountants, 
Accounting Trends and ee (11th ed., New York: 


American Institute of Certi 
1957). 


Public Accountants, 
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2. Accounting is performed for a reason or reg. 
sons. The basic reason is to provide informa. 
tion that will be useful in making economi 
decisions—decisions such as those relating 
to investing, managing, taxing, and regy. 
lating. 

. The way accounting is performed should lk 
influenced by the types of information that 
are needed to make economic decisions; ae. 
countants should account in such a way a 
to be helpful. 

. Accountants employed by the managers of 
business firms should not be expected con. 
sistently to concentrate on being helpful ty 
parties who are bargaining with the firm, 
such as suppliers, employees, and customers, 
On the other hand, there are strong reasons 
why accountants must attempt to be help. 
ful to three broad groups: managers, in- 
vestors (including all parties who must make 
decisions regarding committing assets to the 
enterprise with the expectation of a returnof 
assets later), and governmental agencies. 

. Managers need a great deal of routine and 
non-routine information, some of which 
will be the same as that needed by investors, 
but most of which will be specialized, 
Governmental agencies typically either pre- 
scribe their needs or accept the same in- 
formation that is provided to investors. To 
the extent that the accountant is free to 
choose the methods he uses in the prepara- 
tion of “general purpose accounting state. 
ments,” he should make those choices con- 
sistent with the major objective of providing 
information that will be useful in making in 
vestment decisions. 


This series of propositions may be used 
as the base for a discussion of the informa- 
tional needs of investors, a topic that 
leads us through a consideration of cash 
flows to the residual equity concept. 


THE PROBLEMS FACING INVESTORS 


The investor group includes owners, 
whether they be proprietors, partners, 
common stockholders, or preferred stock- 
holders, and creditors, including those who 
lend under various contractual arrange- 
ments such as debenture bonds, income 
bonds, mortgage bonds, collateral trust 
bonds, equipment trust certificates, mort- 
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e notes, and oral or implied credit ar- 
rangements. There may be some question 
about the suitability of the term “‘in- 
yestors” to include parties such as sup- 
pliers of materials and services and tax 
collectors who wait for their receipts from 
the debtor. While the essence of the in- 
vestment relationship surely is the com- 
mitment of assets to the enterprise activ- 
ities with the expectation, or at least hope, 
of repayment of a larger amount in the 
future, it can easily be argued that in- 
vestors include only those who do so for 
the primary purpose of earning a return 
for the use of capital by the other party, 
and that parties who are willing to wait 
for payment, if necessary, in order to sell 
their commodities or services at a satis- 
factory price are not investors. While the 
suppliers, employees and tax collectors 
who wait for payment have other informa- 
tional needs in their specific capacities, to 
the extent that they have to make the 
same economic decisions as investors, it is 
convenient to include them in the in- 
vestor group. (Tax collectors, of course, 
usually do not make any decisions about 
commitment of assets to the undertaking 
or how long to wait for payment from the 
particular taxpayer.) The reader may pre- 
fer to think of certain creditors as “‘in- 
voluntary investors,” or “incidental in- 
vestors.”’ 

The economic decisions that must be 
made by prospective investors (and by 
present investors) revolve around the 
single major alternative of investing or not 
investing (or continuing the relationship 
or terminating it). If the investment rela- 
tionship involves a transferable security, 
we commonly speak of the prospective in- 
vestor’s problem as whether he should buy 
or not buy, while the present investor who 
holds a transferable security may decide 
whether to sell or to “hold.” In addition to 
these major problems that an investor 
may have, he may occasionally face the 


alternative of converting his investment 
arrangement into a different form, such as 
from a credit arrangement to an owner- 
ship relationship. This problem, however, 
does not add anything to the informational 
needs of investors as a group, because the 
information required to make this decision 
was already needed by creditors and by 
owners for deciding whether they should 
hold or sell. 

A slightly different but related class of 
problems may face the prospective in- 
vestor who has some control over the 
terms of the investment relationship. A 
bank or insurance company, for example, 
when planning an intermediate term loan 
to a business firm, may consider various 
restrictive covenants such as limitations 
upon dividend payments in order to main- 
tain working capital at a certain level. 
Also, the period of the loan, the interest 
rate, and the schedule of repayments may 
require specific decisions. 


INFORMATION NEEDED BY INVESTORS 


What information does the investor 
need to solve these problems? In the basic 
situation, the problem is to choose between 
two alternative courses of action. When- 
ever a decision must be made to do this or 
that, the person making the decision must 
have information about the advantages 
and disadvantages of each possible course 
of action. These advantages and dis- 
advantages should be stated in such ways 
that the relative weights of each factor can 
be judged. If the decision is entirely an 
economic one, the weights of the advan- 
tages and disadvantages may be stated in 
monetary terms. 

While it cannot be argued that invest- 
ment decisions are always based entirely 
upon economic considerations, it can be 
suggested that it is appropriate for us to 
limit our discussion to the economic ad- 
vantages and disadvantages of the alter- 
natives facing the investor. To the (pro- 
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spective) investor who has not yet com- 
menced the investment relationship, one 
possible course of action is to refrain from 
investing in the particular arrangement in 
question. The advantages and disadvan- 
tages of not investing are the advantages 
and disadvantages of whatever alternative 
use of money he would select. The pro- 
vision of information about this alterna- 
tive is outside the realm of the accountant 
who is accounting for the activities of the 
particular firm, even though that informa- 
tion regarding the “‘opportunity cost’’ of 
investing in this firm is essential to the in- 
vestor. 

The second possible course of action avail- 
able to the prospective investor is to invest in 
the firm. The disadvantage of investing (the 
cost) can be measured by the amount of 
money to be invested or by the money 
equivalent of the non-monetary assets the 
investor transfers to the firm. If the in- 
vestor is buying the rights of a previous 
investor, the firm has no opportunity to 
provide information about the cost of the 
investment, but if the investor is nego- 
tiating directly with the firm, the latter 
does have the opportunity to provide in- 
formation about the price the investor 
must pay, although that information is not 
likely to be thought of as accounting infor- 
mation since it is not accumulated in the 
accounting process. 

The economic advantages of investing 
may be thought of as the cash receipts by 
the investor from the firm because of the 
investment relationship.’ In some cases 
investors may enjoy additional advantages 
such as increased receipts from another in- 
vestment arrangement because of this one 
but information about such advantages, 
should not be expected from the firm in 
which the investment is being made. [f the 


® Receipts by an investor of assets other than cash 
are a possibility, but they are not likely to be planned. 
It seems reasonable to focus our attention upon cash 
receipts, 


jirm can provide any accounting information 
which will be of assistance in making « 
choice between investing and not investing, it 
must be information related to the times and 
amounts of the investor's future cash 
ceipts from the investment relationship. 
Present investors, like prospective in. 
vestors, typically have two relevant 
choices; they may continue the existing in- 
vestment relationship, or they may termi. 
nate it. Information relating directly to 
the advantages and disadvantages of 
termination of the investment relationship 
usually is not within the accountants 
jurisdiction. The disadvantage of com 
tinuation is the receipt that could be en 
joyed by termination. The advantages of 
continuation are the future cash receipts 
to be enjoyed by maintaining the invest- 
ment relationship. Thus, information re 
lating to the times and amounts of futur 
cash receipts from the investment rele 
tionship is just as valuable to the present 
investor as it is to the prospective investor. 


CASH BALANCE AND CASH FLOWS 


Can accountants provide any informs 
tion which will be of value to investors in 
judging the future cash receipts from the 
investment relationship? These future 
transfers of money from the firm to the 
investor depend upon (1) the firm’s ability 
to disburse cash for this purpose, (2) the 
legal status of the investor’s expectations, 
and (3) the management’s willingness to 
pay the investor. Factors (2) and (3) are 
seldom of great negative significance; if 
the legal obligation to pay is clear, and if 
the firm is able to pay, unwillingness is not 
likely to prevent the disbursement. Like 
wise, if the management is willing and able 
to make the disbursement, such as a cash 
dividend to common stockholders, the lack 
of a legal obligation to pay is of little sig- 
nificance. Occasionally, however, one of 
these factors will offset the positive effects 
of the other two, 
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In considering the accountant’s role in 
providing information to an investor re- 
garding the latter’s future cash receipts, 
we should first note that information about 
the second factor, the legal status of the 
investor’s expectations, is outside the 
scope of the accounting process. Investors 
usually obtain this information in legal 
form without reference to an accounting 
report. Willingness to pay, on the other 
hand, is more closely related to economic 
factors that are more nearly subject to 
measurement and reporting. Dividend 
payments, for example, often depend upon 
the views of the board of directors with re- 
spect to the need to retain money to pro- 
vide for obligatory cash disbursements in 
the immediate future, the application of 
cash to replacement or expansion of pro- 
ductive facilities, premature debt retire- 
ment, dividend equalization, and other 
possible uses of money. Some light may be 
shed on some of these possible future uses 
of money, by accounting reports such as 
funds statements, income statements, and 
balance sheets, thus helping the investor 
predict his own receipts of money from the 
firm. 

The other important determinant of 
cash receipts by investors is the firm’s 
ability to pay. Ability to disburse cash, as 
distinguished from willingness to do so, 
must mean the possession of money—a 
cash balance of the firm. From the point of 
view of all investors together, the times 
when they expect cash receipts from the 
firm are likely to include a representative 
scattering of dates from the present to the 
end of their investment relationships, and 
since the sale value of investors’ interests 
will depend upon future prospects at the 
time of sale, they are interested in cash 
transfers from the firm to their successors. 
Investors, then, want information pertain- 
ing to the cash position of the firm for the 
period of their investment relationship 
With the firm and for a period well beyond. 


Since all business enterprises have at 
least one owner-investor, and since owner- 
investors may be interested in receiving 
benefits from the business (in the form of 
cash) for its entire remaining life, or at 
least a very long time, the accountant 
must assume that a firm’s investors, as a 
group, are vitally interested in any evidence 
of the future course of the firm’s cash balance 
and, hence, any evidence of the firm’s future 
cash receipts and disbursements. 

The interest that investors have in the 
future cash transactions and balances of 
the firm cannot be denied. The cash bal- 
ance of the firm immediately prior to the 
time the disbursement to the investor is 
due or expected and the prospective cash 
transactions shortly after that time are 
crucial factors in the determination of 
whether or not the payment will be made. 
If investors knew these data relating to all 
possible cash transfers from the firm to 
them, they would have nearly ideal infor- 
mation on which to base an investment 
decision. While it is clear that investors’ 
desire for such information about the 
firm’s cash transactions, and its value to 
them, is great, it is also clear that the con- 
cept is an idealistic one. In the real world 
of limited information about the future, a 
substitute must be found. 


CASH EQUATIONS 


Present cash balance plus future cash re- 
ceipts equal future cash disbursements. We 
know that this cash equation holds, be- 
cause cash disbursements cannot exceed 
what is available, and all cash received will 
be claimed by someone as long as money is 
desired and there are owners of the busi- 
ness. The impossibility of obtaining the 
data to fill out the cash equation results in 
accountants using a substitute for it: 
assets equal liabilities plus proprietorship, or 
assets equal equities. Assets include the 
present cash balance plus future cash re- 
ceipts that are considered reasonably defi- 
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nite, plus other things that can either con- 
tribute to cash receipts or reduce cash dis- 
bursements. Equities include future cash 
disbursements plus other future relinquish- 
ments of assets. From the structural point 
of view, the basic equation of accounting 
(a practical, useful activity) is assets 
equal equities, but its usefulness will not 
be fully understood until it is recognized 
that its importance to investors in a money 
economy is derived from the fact that it is 
the most attainable substitute for the 
idealistic cash equation. 


THE RESIDUAL EQUITY 


Another way of looking at the cash 
equation is to distinguish between required 
cash disbursements and the remaining 
cash balance that is available for making 
payments that do not have a definite 
schedule. Thus, present cash balance plus 
Suture cash receipts equal future definite cash 
disbursements plus future indefinite cash 
disbursements. And, by subtraction, pres- 
ent cash balance plus future cash receipts 
minus future definite cash disbursements 
equal future indefinite cash disbursements. 
When this equation is converted to the 
practical form involving assets and liabil- 
ities, it becomes: assets minus liabilities 
equal residual (an equity). In the broader 
and more practical form, present cash bal- 
ance plus future cash receipts are replaced 
by assets, and future definite cash dis- 
bursements become liabilities. The residue 
of assets left over after deducting the 
definite claims against the total asset pool 
will be claimed by somebody, because 
assets are desirable, just as we can be cer- 
tain that all cash available will be dis- 
bursed eventually. In what are thought of 
as normal business situations, the claim- 
ants of the residue of assets (the holders of 
the residual equity) are owners. In non- 
business organizations, the residual equity- 
holders may be citizens or members. In 
“abnormal” business situations, the 


owners’ equity, as reported in the balance 
sheet, may be reduced to nothing by 
losses; at that point, the general creditors 
become residual equityholders. 

It is obvious that the residual equity 
concept is similar to proprietorship. How- 
ever, there are three distinctions between 
the concepts. One is the above-noted fact 
that creditors can be residual equity- 
holders. Another is that every accounting 
entity has a residual equity. In any busi- 
ness, non-profit institution, government, 
or other organization there is always some 
person or group of persons who have the 
right to benefit from the residue of assets. 
Finally, preferred stockholders are nor- 
mally thought of as owners and as pro- 
prietors, whereas typically they do not 
qualify as residual equityholders. Thus, 
the holder of cumulative shares with a 
preference both with respect to dividends 
and in liquidation (the most common 
variety of preferred stock) cannot be 
thought of as a residual equityholder as 
long as the firm’s earnings and net worth 
positions more than cover the preferred 
claims. Other types of preferred shares 
have a less clear-cut position. 

The residual equity may be defined as the 
equitable interest in organization assels 
which will absorb the effect upon those assets 
of any economic event that no interested 
party has specifically agreed to absorb. For 
example, a cash sale of merchandise at a 
price in excess of the carrying value of the 
goods has an effect upon assets which some 
equityholder or group of equityholders 
must absorb. Since no equityholder has 
made a specific agreement to absorb the 
effect of this particular sale, the equity of 
the proprietor, partners, or common stock- 
holders will be affected (unless unusual 
circumstances have eliminated their equi- 
ties). These equityholders who absorb the 
favorable effect of the sale are residual 
equityholders. By contrast, purchases 0: 
goods and services on credit (at least those 
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used in production), payments for goods 
and sexvices, borrowing, and repaying 
loans all have effects upon the firm’s as- 
sets which some equityholder has specifi- 
cally agreed to absorb; those equityholders 
are not residual equityholders. For ex- 
ample, the purchase of goods on account 
has a favorable effect upon assets, and a 
particular equityholder (the supplier) 
has agreed to, and does, accept that favor- 
able effect; his equity is increased. Unin- 
sured casualty losses and changes in prices 
of assets held are economic events which 
no party has specifically agreed to bear; 
the equityholder who is affected is a resid- 
ual equityholder. 


THE SIGNIFICANCE OF THE RESIDUAL 
EQUITY TO THE INVESTOR 


The last cash equation presented in the 
previous section showed a distinction 
between definitely required future cash 
disbursements and indefinite future cash 
disbursements. A particular investor 
whose contract calls for one cash transfer 
from the firm to him, such as a bank that 
has made a six months’ loan, will be con- 
cerned with the firm’s cash receipts and 
disbursements between the date of making 
the contract and the date the cash return 
is due. The chronological version of that 
cash equation is: present cash balance plus 
future cash receipts up to the date the in- 
vestor expects a receipt minus future cash dis- 
bursements up to the date the investor expects 
areceipt equal the cash balance of the firm on 
the day the investor expects his receipt. 

The chronological form of the equation 
reflects the going concern assumption. The 
equation also may be stated so as to em- 
phasize the investor’s position in the event 
of liquidation. Present cash balance plus 
future cash receipts minus future cash dis- 
bursemenis to higher ranking equityholders 
equal cash balance that will be available to 
Satisfy the investor in question (and lower 
ranking equityholders). 


Still another point of view towards the 
cash equation is that of a longterm in- 
vestor who is concerned about the periodic 
payments he expects to receive over the 
life of his investment relationship. To him, 
the period’s cash receipts minus the period’s 
cash disbursements that rank higher than his 
claim equal the net cash receipts available to 
pay him (and lower ranking claimants) a 
periodic return. (The ‘‘times-interest- 
earned” measure of bond safety is related 
to this approach.) This point of view is a 
conservative and practical one in that it 
assumes that payments to parties other 
than intentional investors have a priority 
over interest and dividend payments. Pay- 
ments for materials, wages, rents, and 
utilities must be made if the firm is to con- 
tinue to have the resources it needs to 
carry on its operations; payments to inves- 
tors are not quite so vital since the firm al- 
ready has the investor’s contribution, and 
failure to make prompt payments for the 
use of capital is not likely to result in the 
immediate recall of that capital, although 
it may in some cases. All of these views of 
the cash equation involve the notion of a 
prior claim, an important concept in in- 
vestment analysis. 

Prior claims are of great interest to in- 
vestors who are attempting to predict 
their prospects for receiving cash from the 
firm. An opposite concept that is of inter- 
est is the margin of safety, or buffer. When 
looking at a balance sheet, any investor 
can look for equities that rank above his 
and for equities that rank below his. An 
important aspect of buffer equities is that 
they are significant primarily because of 
inaccuracies in the measurement of assets 
and equities. In a world of certainty, a 
margin of safety would not be desired. 
Like prior claims, the margin of safety 
concept is important both in liquidation 
and on a going concern basis. 

To any investor, both the claims senior 
to his own and the claims junior to his are 


nce 
by 
Ors | 
ity 
pen 
act 
ty- 
ng 
1si- 
nt, 
me 
he 
ts. 
0- 
ot 
yr 
a 
e 


10 The Accounting Review 


important. Looking at any equity, it may 
be important as a senior claim or as a 
junior claim; it may be important to some 
investors as a senior claim and to others as 
a junior claim. The residual’ equity, how- 
ever, can only be a junior claim. It is im- 
portant to the holders of all other equities 
as a buffer. The amount of the residual 
equity at any time is a buffer in liquida- 
tion; the amount of periodic change in the 
residual equity is a buffer on a going con- 
cern basis. 

These aspects of the residual equity do 
not appear unique at first glance. All 
equities are either prior claims or buffers, 
and, with few exceptions, all types of 
equities play one or both of these roles 
both in the going concern view of the 
enterprise and when termination is con- 
sidered. But let us consider the difference 
between the significance of a change in a 
higher ranking claim and the significance 
of a change in a buffer equity. 

From the point of view of any equity- 
holder, an increase or a decrease in a 
higher ranking claim also increases or de- 
creases the firm’s resources available for 
paying the claim, with the possible excep- 
tion of certain tax liabilities. An increase 
in a higher ranking claim is undesirable, 
but the accompanying increase in assets is 
an offsetting, desirable change, because 
those assets are likely to increase both the 
earning power and liquidation value of the 
business. The net effect of a change in a 
senior claim is not very great, im most cases. 

Increases or decreases in a buffer equity 
are entirely different. From the point of 
view of the general creditor, for example, 
an increase in the equity of common stock- 
holders upon the issue of additional shares 
of stock is not disadvantageous, and the 
accompanying increase in assets is dis- 
tinctly advantageous. A change in a buffer 
equity is of great significance to any equity- 
holder. 

From the point of view of investors as a 


group, the special significance of the residual 
equity is that it 1s a buffer to all of them (ex. 
cept residual equityholders) and a claim 
senior to none. It is also of great significance 
to the residual equityholders as a measure of 
their claim. The residual equity is the one 
item on a balance sheet in which all investors 
have a strong interest; it provides a common 
meeting ground, a focal point agreeable to all, 

Changes tn the residual equity occupy the 
same focal position on the income state. 
ment that the static version of the residual 
equity does on the balance sheet. All in 
vestors are interested in the change in the 
residual equity due to operations during 
the period. An accrual of interest, or an 
accumulation of a preferred dividend, is 
not an especially newsworthy event; each 
specific equityholder is well aware of 
changes in his own equity, and is likely to 
have fully expected the changes in the other 
definitely stated equities. The changes in 
the residual equity, however, are not 
known in advance, and they are important 
because they represent the periodic buffer 
(or deficiency). The focal point of investors 
interest in the income statement is the change 
in the residual equity; that figure should be 
treated accordingly. 


THE SIGNIFICANCE OF THE RESIDUAL 
EQUITY TO ACCOUNTANTS 


The residual equity in any economic 
unit has several characteristics which are 
of special interest to the accountant. If 
the economic unit is a business, one of 
those characteristics is that investors are 
vitally interested in the amount of, and 
changes in, the residual equity. Because of 
the importance to the accountant of in- 
vestors’ needs, he must regard the residual 
equity in a somewhat different light than 
he does other equities. 

Another characteristic of the residual 
equity as an object of accounting is that 
there is one in every accounting entity. No 
other equity is found in all entities. No 
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asset is So common—not even cash. Every 
accounting entity must have some equity 
that bears the effects of changes in total 
f assets that cannot be assigned to any 
“specific” equity. 

An aspect of the residual equity that is 
of practical significance to accountants is 
that its holder usually has somewhat more 
power over the (private) accountant than 
do the holders of other equities. It must be 
recognized that this power affects the ob- 
jectives of accounting. In many cases, the 
accountant will strive a little harder to 
please the stockholder than he will to 
satisfy the bondholder’s desires for infor- 
mation, although this should not be true of 
the independent auditor. 

A distinctive feature of the residual 
equity as a legal and economic claim to 
assets of the firm is that nearly all of the 
changes in it are non-contractual in na- 
ture. Increases and decreases in bond- 
holders’ equities, employees’ equities, 
banks’ equities and most of the other 
equities are determined in time and 
amount largely by agreement between the 
management of the firm and the equity- 
holder. The residual equityholder may 
contribute assets to the firm according to a 
contract, but aside from increases in trans- 
actions with residual equityholders, that 
equity goes up and down without the 
specific consent of the holder; and in sole 
proprietorships even investments by the 
owner are not contractual changes in a 
legal sense. 

A peculiarity of the residual equity from 
the accountant’s point of view which is a 
corollary of the above point is that ac- 
counting for it is extremely difficult. Its 
measurement involves all of the difficulties 
connected with the measurement of all of 
the other equities and all of the assets. If 
there is a quantitative error in the balance 
Sheet, the chances of any particular item 
being involved are not great unless that 
item is the residual equity. If there is an 


error in the measurement of an asset be- 
cause of lack of knowledge, the residual 
equity is almost certain to be affected. 
Most of the difficulties of financial ac- 
counting involve the residual equity be- 
cause of its dependence on the other items. 
To the accountant, this peculiarity of the 
residual equity is important. 

All of the above-mentioned character- 
istics of the residual equity—its impor- 
tance to investors, its presence in every ac- 
counting entity, the power that its holders 
usually have over the accountant, the nvn- 
contractural nature of the changes in it, 
and the difficulties encountered inac- 
counting for it— all of these character- 
istics of the residual equity are related to 
its basic nature as the member of the ac- 
counting equation which is dependent upon 
all other members. The necessity for prop- 
erly measuring all assets and other 
equities in order to determine the amount 
of the residual equity results in a natural 
tendency on the part of accountants to 
focus their attention on the residual 
equity. The accountant knows that if he 
properly accounts for the residual equity 
he probably has properly accounted for 
most, if not all of the assets and other 
equities. This near assurance of complete- 
ness is very important to the accountant. 
Together with the significance of the resid- 
ual equity to investors, this confidence 
leads the accountant to focus his attention 
upon the residual equity when he is meas- 
uring events as well as when reporting 
them. 


THE RESIDUAL EQUITY IN CURRENT 
PRACTICE 


To say that the accountant focuses his 
attention upon the residual equity is not 
meant to imply that he shines no light 
upon other items. The residual equity, 
however, receives more attention than any 
other item. When measuring events, the 
accountant is often more concerned about 
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the effect of the measurement upon the 
residual equity than its effect upon the 
asset or specific equity balance. As evi- 
dence of this concern with the amount of 
the residual equity, ask any accountant 
which mistake has the more serious effects 
upon the balance sheet: (1) the omission 
from inventory of goods that have been 
received and the omission of the liability 
for those goods from accounts payable, or 
(2) the omission from inventory of goods 
that have been received but the inclusion 
of the liability in accounts payable, thus 
resulting in the inventory error being bal- 
anced by an error in retained earnings. 
Both mistakes affect the total assets and 
total equities, but the second is considered 
more serious because the particular equity 
affected is the residual equity. 

When he is considering the forms to use 
in reporting the effects of economic events, 
the accountant gives even greater empha- 
sis to the residual equity than he does 
when measuring events. The tendency 
towards the ‘“‘new style” of balance sheet, 
the tendency to consider the income state- 
ment to be more important than the bal- 
ance sheet, and the fairly common prac- 
tice of presenting a third statement (anal- 
ysis of retained earnings) which also deals 
entirely with the residual equity indicate 
that accountants do focus their attention 
upon the residual equity when preparing 
“general purpose”’ reports. 

While it is true that accountants give a 
lot of attention to the residual equity their 
reporting often is not clearly focused be- 
cause they are not consciously attempting 
to use the viewpoint of residual equity- 
holders. Explicit adoption of the residual 
equity point of view is likely to result in 
sharpening and quickening the account- 
ant’s analysis of unusual or complex 
events, and may add clarity to his reports. 
Explicit recognition of the residual equity 
provides the accountant with a much more 
clear-cut point of view than either the 


viewpoint of all investors, which might he 
thought of as useful in accounting to in- 
vestors, or the viewpoint of legal pro- 
prietors, one that has long been popular in 
accounting to investors. Both the in 
vestors’ viewpoint and the proprietary 
viewpoint (when it includes preferred and 
common stockholders) have the disadvan- 
tage of attempting to unify the points of 
view of people who are basically antagonis- 
tic to each other. The lowest ranking in- 
vestors always want to minimize the re- 
turns to the higher ranking investors, while 
the latter want to maximize those returns, 


CONCLUSION 


There is confusion in the ranks of ac- 
countants who are responsible for report- 
ing financial information to investors. Not 
only is there disagreement regarding the 
basic point of view to employ in such work, 
but many accountants do not consistently 
employ any particular point of view. It is 
in this setting that the author proposes 
that the residual equity point of view 
should be seriously considered by all ac 
countants as a clear-cut vantage point 
from which to analyze and report the 
events affecting all accounting entities, 
corporate or otherwise, business or other- 
wise. Those who have been friendly to the 
proprietary theory should see some merit 
in narrowing the focal area to a single point 
by excluding preferred stock (unless it is 
participating preferred). Those who have 
felt that the distinction between owners’ 
equities, in the legal sense, and creditors’ 
equities is not as important in the large 
corporation financed by several investor 
groups as it is in sole proprietorships and 
partnerships should recognize the unique 
characteristics of the residual equity that 
justify singling it out for special treatment. 
Those who have been impressed by the in- 
dependence of the institutional type of 
corporation whose management must at- 
tempt to please all parties related to it 
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should prefer the residual equity point of 
view over the proprietary and “entity” 
points of view because the former is closer 
to the pure entity point of view. In the 
residual equity theory, all investors in a 
corporation except common stockholders 
are thought of as outsiders; from the pure 
entity point of view, all investors are out- 
siders. 

One way of emphasizing the residual 
equity is to convert the primary expres- 
sion of the accounting equation, assets 
equal equities, to the form: assets minus 
specific equities (liabilities, including pre- 
ferred stock) equal the residual equity. In 
solving conceptual problems it is often 
helpful to think of liabilities as negative 
assets (although this must not be taken as 
a suggestion that offsetting assets and 
liabilities is generally acceptable). With 
the recognition of the importance of the 
residual equity, the liability category, like 
the distinction between creditors and 
owners, loses its significance; it is replaced 
by specific equities—a category that in- 
cludes non-participating preferred stock. 
Assets minus specific equities may be 
shortened to net assets as an abbreviation; 
net assets equal the residual equity. 

The supplementary form of stating the 
equation should not obscure the basis for 
double entry accounting. The fact that 
assets are desirable is the basis for the 
assumption that all assets will be claimed, 
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and this assumption is the basis for the 
primary form of the accounting equation: 
assets equal equities. But in specific in- 
stances it may be more helpful to recog- 
nize that assets minus specific equities 
equal the residual equity. The most ap- 
propriate form of expressing any equation 
depends upon the purpose of its use. The 
distance traveled equals the product of 
velocity and time, but to the traveler who 
has no speedometer, velocity equals dis- 
tance traveled divided by time. To the ac- 
countant who has no residual equity 
meter, residual equity equals assets minus 
specific equities. 

The revised form of the accounting 
equation has the advantage of emphasizing 
the dependent position of the residual 
equity. Focusing attention upon the resid- 
ual equity is not enough; unless its de- 
pendent position in the accounting equa- 
tion is recognized, accountants may be- 
lieve that they can measure changes in the 
residual equity (income) directly. Unfor- 
tunately, many seem to be attempting to 
do so currently. The proper approach to 
the accurate measurement of the residual 
equity and changes in it is to make ac- 
curate measurements of assets and specific 
equities (liabilities) and changes in them. 
The residual equity is a completely de- 
pendent figure, a difference. Its measure- 
ment must be approached through assets 
and specific equities. 
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INCOME TAX ALLOCATION* 


WILLARD J. GRAHAM 


Professor, University of North Carolina 


LMOST everything that can be said 
A about income tax allocation has al- 
ready been said—by someone. Much 
of it has been said very well. My function 
here is to select the best expressions on the 
subject, analyze them, arrange, combine, 
relate and compare them, and pass them 
on to you with some comments and con- 
clusions. 

The first important pronouncement on 
this subject was made in 1944 by The 
Committee on Accounting Procedure of 
The American Institute of Certified Public 
Accountants.' 

Perhaps the most significant paragraph 
in the statement reads as follows: 

“ _. . Income taxes are an expense that 
should be allocated, when necessary and 
practicable, to income and other accounts, 
as other expenses are allocated. What the 
income statement should reflect under this 
head, as under any other head, is the ex- 
pense properly allocable to the income in- 
cluded in the income statement for the 
year.” 

This is a forthright statement. There is 
nothing ambiguous about it—unless undue 
significance be attributed to the phrase 
“when necessary and practicable.” Let me 
repeat the sentence that would seem to 
close debate on the whole issue. “‘What the 
income statement should reflect under this 
head (income taxes)...is the expense 
properly allocable to the income included in 
the income statement for the year. 

If we accept the underlying principle of 
the foregoing statement we are led inexora- 


*This paper was presented at the annual meeting of 
the Association at Syracuse University, on August 27, 
1958. 

1 Accounting Research Bulletin No. 43, Chapter 10, 
Section B. 


bly to accept two corollary statements, 

First corollary statement: Intra-period @ 
location. Direct charges or credits to retaina 
earnings or to other capiial accounts shoull 
be entered ‘‘net of tax effects,” thereby not q- 
fecting the income tax expense item on the im 
come statement. 

There appears to be quite general agree 
ment with the principle here expressed— 
subject to some minor differences g 
opinion as to the method of presentation 
on the statement of retained earnings and 
on the income statement. On the presump 
tion of general agreement no further refer 
ence will be made here to this phase of i- 
come tax allocation.” 

Second corollary statement: Inter-perie 
allocation. Period imcome tax expensét 
measured by applying an appropriate tas 
rate to the reported net income before tax, at- 
justed for any permanent differences lt 
tween net income and taxable net income! 
Differences between expense so computed and 
current tax payments result from differents 
only in the TIMING of the recognition of wt 
income determinants and are temporary 
only; they should be accrued as assets (@ 
ferred charges to income tax expense) # 
“liabilities” (deferred crediis to income tas 


® Allocations between sections of @ single income stale 
ment. This same principle of allocation may be appliel 
to items of extraordinary income or expense appeats 
“below the line” on the income statement. By showing 
these items “‘net of tax effects,” the income tax expen 
item “above the line” will be the amount allocable ® 
the net income there shown. At least a few companits 
follow this practice. 

3 “Permanent differences” include items of reventt 
or expense included in the accounts but legally excluded 
permanently from consideration for tax purposes, 
special deductions allowed for tax purposes but excluded 
from the accounts. les are interest received 
tax-exempt bonds, non-deductible contributions to pe 
litical campaigns, deductible contributions but in exces 
of amount allowable, and percentage depletion. 
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expense) subject to elimination by offsetting 
differences in later periods.‘ 

One interpretation of the foregoing 
statement leads to the conclusion that, at 
the end of each accounting period, one 
entry should be made in a single amount, 
either to deferred charges to expense or to 
deferred credits to expense, for the differ- 
ence between current income tax payments 
and the income tax expense allocable to 
reported net income (after adjustment for 
“permanent differences,” as described 
above). The more usual interpretation is 
that consideration should be given to dif- 
ferences relating to individual transactions 
or accounts and separate adjustments 
made for each such difference—if the 
amount involved is material. A possible 
classification of situations leading to such 
differences is presented in Appendix A. 


The anticipation of future taxable income 


It has been contended that the validity 
and reality of both “deferred charges to 
income tax expense” and “deferred cred- 
its to income tax expense’ depend upon 
the realization of taxable income in fu- 
ture periods, and that such anticipation of 
income is unwarranted. In a sense it is 
true that the realization of these deferred 
items does depend upon future taxable in- 
come. (We shall question this later, but for 
the moment assume it to be true.) But 
does not the validity of many asset values 
depend on the presumption of future net 
income? 

Many accepted accounting practices are 
based on the familiar “continuity” as- 
sumption. These practices include, among 
others, recognition of prepaid expenses, de- 
Preciation accounting, and amortization 
of leaseholds. But unless “continuity” im- 
plies continued operation at a profit it fails 
to justify fully the carrying of any assets 

* This is essentially the position taken by Maurice 


cial Statements.” 


at values that can be fully realized only 
by the earning of future net income. 
Most asset values would shrink substan- 
tially, and in some cases would disappear 
almost entirely, if continued operation at 
a profit were not anticipated. Does it not 
follow logically that both of these de- 
ferred amounts are “legitimate,” even 
though their “realization” depends upon 
future taxable income?® 


The matching of expense and revenue 


The most convincing case for income 
tax allocation rests upon its proper match- , 
ing of expense with revenue, the allocation’ 
of income tax expense among periods in re- 
lation to the reported net income rather 
than the taxable income. While the in- 
come statement does report the results of 
past operations, its utility to the reader 
depends primarily upon its validity as a 
basis for appraising the profitability of— 
or planning the control of—future opera- 
tions. The failure to give proper recogni- 
tion to ‘the deferral of credits to income tax 
expense “produces a net income amount 
that is likely to lead the reader to an over- 
estimate of future earning power; con- 
versely, the non-recognition of deferred 
charges to income tax expense may lead to 
an underestimate of future earning power. 

Let us consider the situation where de- 
clining-amount depreciation is used for in- 
come tax purposes and straight-line depre- 
ciation is recorded in the accounts. 

The reduction in income tax which re- 
sults from additional depreciation deduc- 
tions for tax purposes (in excess of, 
depreciation recorded in the accounts) 
should wot, in my opinion, be considered 

5 The presumption that “continuity” implies con- 
tinuation of operations at a profit raises questions about 
the propriety of the almost universal ean defer- 
ring the recognition of “loss carry-forwards” to the 
period or periods of realization. This would seem to be 
justified only in those cases where losses are as probable 
as operations at a profit. And if continued losses are an- 


, should not consideration be given to the possi- 
—S reducing the carrying value of many of the 
assets: 
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an immediate saving in expense to be re- 
flected in current income. These reductions 
in income tax should be treated as appli- 
cable to those future years in which the 
corresponding depreciation provision will 
be recorded in the accounts. A tax reduc- 
tion which is directly related to a corre- 
sponding item of expense (depreciation) 
should not be reflected as a credit to in- 
come until the corresponding expense is 
charged to income. In the interval, the ac- 
count should appear as a deferred credit 
to income tax expense on the liability side 
of the balance sheet, comparable to in- 
come received in advance. 

Elsewhere in this discussion there is 
presented an analysis of the relative “per- 
manence” of the deferred credits to ex- 
pense arising from the use of a declining- 
amount method of depreciation in the de- 
termination of taxable income and the 
retention of the straight-line method for 
arriving at reported net income. Regard- 
less of the probable “permanence” of this 
deferred credit account, the failure to de- 
fer to the proper period the credit for a 
current reduction in income tax payments 
results in an overstatement of current net 
income that is likely to lead the ‘‘outside” 
reader of the income statement to incor- 
rect conclusions with respect to future 
earning power—or to bias the judgment 
of the “insider” in the formation of plans 
for managerial control of future opera- 
tions. 

It would appear that the foregoing con- 
siderations influenced The Committee on 
Accounting Procedure of The American 
Institute of Certified Public Accountants 
in its 1958 revision of Accounting Research 
Bulletin No. 44, Declining-Balance De- 
preciation. Paragraph 7 of this bulletin 
reads (in part) as follows: “‘. . . Studies of 
published reports and other source ma- 
terial have indicated that, when material 
amounts are involved, recognition of de- 
ferred income taxes in the general accounts 
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is needed to obtain an equitable matching 
of costs and revenues and to avoid incom 
distortion, even in those cases in whid 
the payment of taxes is deferred for a rel. 
tively long period. . . 

In Appendix B there is presented 4 
rather comprehensive analysis of the “ne 
expense”—the effect on reported (period) 
net income—of various combinations of 
straight-line and declining-amount depre. 
ciation in determining taxable income and 
reported net income under a variety o 
situations. expense” for this purpor 
is computed by subtracting the amount 
the reduction in income tax payments aris 
ing from the deduction for depreciation 
from the sum of the depreciation charg 
in the accounts and the charge to current 
expense, if any, arising from the recogni: 
tion of deferred credits to income tax er 
pense. From the standpoint of the proper 
matching of expense and revenue and the 
determination of (period) net income that 
is a sound basis for appraisal of future 


* Paragraph 4 of ARB No. 44 reads as follows: 
“There may be situations in which the declining 
balance method is adopted for income-tax purposes but 
other appropriate methods are used for financial ac 
tion should be given to deferred income taxes if th 
amounts thereof are material, except in those rare cases, 
such as are mentioned in paragraph 8, where there are 
special circumstances which may make such 
inappropriate. The foregoing provision as to accounting 
asset, or to a group of assets v.* ich are expected to b 
retired from service at about the same time; in this 
of depreciation taken for income-tat 


be a tax deferment which might increase as long 
as the period of expansion continued.” 
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earning power, these figures serve to point 
up the following facts: 


Combination I—Sitraight-line both in the 
accounts and for tax purposes 
Here the “net expense”’ (as earlier de- 
fined for this purpose) bears a constant re- 
lationship to the cost of the depreciable 
assets throughout the useful life of the as- 
sets. 


Combination II—Straight-line in the ac- 

counts: for taxes, 200% declining-balance® 

on post-1953 assets, and straight-line on pre- 

1954 assets with no recognition of deferred 
credits to income tax expense 


Under this procedure the net cost of us- 
ing the asset the first year is less than zero, 
a “profit”! (Assuming a 52% income tax 
rate.) It then increases throughout the use- 
ful life of a single asset or a group of assets 
acquired in a single period. Under condi- 
tions of full and continuous replacement of 
assets on which depreciation for tax pur- 
poses is restricted to the straight-line 
method (pre-1954 assets under the provi- 
sions of the 1954 Code), the relation of the 
“net expense” to the total cost of depreci- 
able assets decreases each year for a num- 
ber of years equal to about one-third of the 
average estimated useful life of the assets 
and then increases for about twice as many 
years until at the end of the average life 
span it equals the “net expense” under 
Combinations I and III.* Of course the 
total accumulated “net expense” is less 
than that under Combinations I and III by 
the amount which, under Combination III, 
would have been charged to income and 
accumulated in deferred credits to income 
tax expense. 


to straight-line at most appropriate 
*In this and subsequent cases, if the declining- 
amount method were sum-of-the-digits instead of de- 


, the change from decrease to increase 
would be at the midpoint of the average life span. 


Combination II I—Straight-line in the ac- 
counts: for taxes, 200% declining-balance® 
on post-1953 assets and straight-line on pre- 
1954 assets with full recognition of deferred 
credits to income tax expense 

In this case it is mathematically inevi- 
table that the relationship of “net ex- 
pense” to total cost of depreciable assets 
will be constant—the same relationship 
(and of course precisely the same amount) 
as under Combination I, straight-line both 
in the accounts and for tax purposes. 


Combination IV—200% declining-balance” 
on post-1953 assets, straight-line on pre-1954 
. assets, both in the accounts 
and for tax purposes 


Only under this combination is there a 
decreasing “net expense,” an annual de- 
crease in the ratio of “net expense” to the 
cost of the asset. This decrease in “‘net ex- 
pense,” of course, continues throughout 
the life of a single asset or group of assets, 
acquired in a single period; under a policy 
of constant replacement, however, the ra- 
tio of net expense to the total cost of de- 
preciable assets eventually “levels out” 
and becomes constant at an annual 
amount equal to that occurring in Combi- 
nation I, straight-line for both tax and ac- 
counts. Under conditions of full and con- 
tinuous replacement of assets on which de- 
preciation for tax purposes is restricted to 
the straight-line method (pre-1954 assets 
under the provisions of the 1954 Code), 
the relation of the “‘net expense” to the 
total cost of depreciable assets increases 
each year for a number of years equal to 
about one-third of the average estimated 
useful life (the average life-span) of the as- 
sets and then decreases for about twice as 
many years until at the end of the average 
life-span it equals the “‘net expense” under 
Combinations I and ITI." Of course the ac- 

Op. & 

Op. cit., p. 9. 
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cumulated ‘‘net expense” is more than 
that under the other Combinations. 

A review of the facts summarized above, 
with particular attention to the difference 
in the “net expense’”—the effect on re- 
ported net income—of Combinations II 
and III, leads to these conclusions: Com- 
bination III (with deferred credits to in- 
come tax expense) which reflects a con- 
stant ratio of ‘‘net expense”’ to asset cost, 
produces a reported net income that is a 
better basis for appraisal of future earning 
power than does Combination II (with no 
deferred credits to expense). Combination 
II, which reflects a constantly increasing 
ratio of net expense to asset cost (on single 
assets) yields a reported net income that 
is likely to be misleading—that will almost 
surely result in an overestimate of the 
profitability of future operations. 

It may be noted in passing that in the 
area of public utility rate-making the rec- 
ognition of deferred credits to income tax 
expense is currently a burning issue. Where 
public utility companies use declining- 
amount depreciation for tax purposes only, 
the failure of commissions to recognize 
such deferred credits and to grant some re- 
turn thereon for rate purposes results in a 
sort of government subsidy to consumers 
of public utility services. Disregarding the 
impact of other factors affecting rates, 
there would be a gradual decline in public 
utility rates for several years (about one- 
third the life-span of property) and then a 
gradual increase for about twice that num- 
ber of years to about the current rate- 
level.” This hardly reflects the intent 
of Congress in providing for declining- 
amount depreciation for tax purposes. 

At the risk of going beyond the Mmits of 
the subject under discussion, may I sug- 
gest that even Combination III which re- 
flects a constant ratio of ‘net expense” to 
asset cost is likely to be unsatisfactory in 


cit., p. 9. 


most situations (and Combination II eve, 
more unsound than indicated above) asa 
method of allocating asset costs as e. 
penses of successive operating periods. The 
ratio of “net expense”’ to asset cost should 
decrease from period to period as the net 
value of services rendered by the asset al- 
most surely decreases, to a greater or lesser 
degree. The basic assumptions that must 
underlie a method that produces a cop 
stant rather than a decreasing ratio of 
“net expense” to asset cost are these: 

(1) The asset will be uniformly useful 
throughout its service life; 

(2) There will be no decline in physical 
efficiency; 

(3) There will be no encroachment of 
obsolescence; i.e., there will be no 
technological progress in this area; 

(4) The periodic cost of repairs and 
maintenance will remain constant; 

(5) There will be no change in product 
or production method which wil 
render the asset less appropriate— 
less adequate—for the service which 
it renders. 

Insofar as these assumptions are not 
valid—and they rarely, if ever, are—then 
some form of declining-amount deprecia- 
tion is more appropriate in the determina 
tion of reported net income as well as tar- 
able income—(Combination IV or a varia- 
tion of it). 


Installment sales 


In most installment sales situations it is 
advantageous to determine taxable income 
on the basis of collection rather than as of 
the time of sale. In the determination of 
net income however—unless the risks of 
loss and the collection costs are unusually 
large—it is more appropriate to recognize 
income at the time of sale and set up rea- 
sonable allowances for losses. Here, too, a8 
in the case where declining-amount depre- 
ciation is used only for income tax put- 
poses, income in the period of the sale will 
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be overstated if the reduction in current 
tax payments resulting in the deferring of 
income is reflected in current net income. 
An appropriate matching of revenue and 


_Axpense can be secured only by deferring 
the credit to income tax expense to the 


future period or periods in which the in- 
come, already recorded in the accounts, 
will be recognized as taxable income and 
the tax payments made. 


The nature of the asset—‘‘deferred charges 
to income tax expense”’ 


It has been suggested that ‘deferred 
charges to income tax expense” lacks some 
of the characteristics of an asset, that 
while it purports to be an advance pay- 
ment it is explicitly not recognized as such 
by the recipient.“ True, from the stand- 
point of taxable income, this represents a 
payment related to the current period, but 
from the accounting standpoint, it is defi- 
nitely an advance payment, a payment of 
an expense related to net income that will 
be reported on the income statements of 
future periods. As such it would seem to 
qualify as a legitimate asset. 


The nature of the ‘‘liability’”—“deferred 
credits to income tax expense”’ 


Various interpretations have been placed 
on the credit account which in this discus- 
sion has been labeled “deferred credits to 
income tax expense.” 

I. In ARB No. 44 (revised) the terms 
“tax deferment” and “the payment of de- 
ferred taxes” makes it clear that The 
American Institute Committee is thinking 
in terms of a liability for the actual cash 
payment, in future periods, of income 
taxes that arise from income reported in 
the current period. 

It has been contended that “deferred in- 


® This point of view is expressed by Thomas M. Hill 
in his article, “Inter-Period Allocation of Income Taxes” 
in July, 1951, issue of THE AccouUNTING REVIEW. 
p. cit., p 


Income Tax Allocation 


19 


come_tax liability” does not fit the com- 
mon defiiition of a creditor claim, that no 
one owes anyone anything in the presently 
accepted sense of the word “liability,” 
that the amount shown under the heading 
represents not what the firm is liable for 
but what the firm expects to be liable for 


at some time in the future.” In reply those 


who hold the “liability for payment” con- 


cept of this credit account have said that 
this item is a liability in the sense that it\ 
represents an anticipated future disburse- / 
ment that is related in the accounts to the 
reported income of a prior accountin 
period. True, it will become payable as tax- 
able income is realized in the future, but 
is related to the reported income of a prior 
period. In some respects it is analogous 
to “accrued repair and maintenance ex- 
pense,” which represents an anticipated 
future disbursement which has been prop- 
erly charged against the income of the 
period in which there occurred the wear 
and tear responsible for the repair and 
maintenance expenditures. 

A second objection to tax deferment un- 
der the liability concept is that in many 
situations payment may be deferred per- 
manently. More precisely this position 
may be stated as follows: 

A “tax-saving” which results from the 
current deduction for tax purposes of an 
item which will be recognized as a business 
expense in a subsequent period, may be 
taken up as income of the current period if 
it appears likely that, in the future period 
in which this item will be recognized as an 
expense, there will be other similar or iden- 
tical items of equal or greater amount that, 
in turn, will be taken as deductions for tax 
purposes prior to their recognition as ex- 
penses, thus deferring “permanently” any 
payment that would reduce the net credit 
balance of this “liability.” The credit bal- 
ance in this liability account reflects the 


6 Op. cit., p. 13. 
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net effect of two sets of repetitive trans- 
actions that may offset one another: 

(a) The periodic additions to the poten- 
tial future tax liability which arises from 
successive deductions for tax purposes 
prior to recognition as expense, and 

(b) The “‘maturing” of segments of this 
liability, periodically, as there are recog- 
nized as expenses the items which have 
been taken as deductions for tax purposes 
in prior periods. 

Hence, it is contended, since the net 
credit balance of the potential liability for 
taxes on deferred income is not likely to be 
reduced, there is no need to recognize the 
liability at all. 
| The foregoing paragraphs make it clear 
that specific segments of this liability do 
mature, and that it is only offsetting addi- 
tions to the liability that avoid a net de- 
crease in the total liability. 

This raises some interesting questions 
about “netting” or offsetting the maturing 
of one specific liability against the increase 
in another. Must the liabilities be payable 
to the same creditor—in this case to the 
federal government? Could the same prin- 
ciple be applied where they are payable to 
a group of similar creditors—as in accounts 
payable, or reserve for pensions, etc., etc.? 
Must the liabilities arise from identical 
transactions—such as accelerated depre- 
ciation on a specific category of assets, for 
example, buildings—or trucks? Need they 
be only similar transactions—such as de- 
preciation on all asset categories taken to- 
gether? Can we mix miscellaneous trans- 
actions together in the offsetting process so 
long as a single creditor (the federal gov- 
ernment) is involved—and combines all 
kinds of prepayments and deferrals of in- 
come tax? Can we take the extreme posi- 
tion that our éofal liabilities of all kinds will 
never be decreased—that in a going (and 
perhaps expanding) business, maturing li- 
abilities will always be offset by increases 
in other liabilities—that we will never 


need to make a met payment, and that » 
can therefore ignore all liabilities? (j 
course this last is nonsense, but doesn’t jj 
flow rather logically from the objection ty 
recognition of “permanent” deferrals? Jus 
when do we stop (if we start at all) in a. 
cepting the principle that the incurreng 
of a liability (and the attendant expens) 
may be ignored #f there is a probability 
that when the liability matures—and js 
paid—the cash for the payment will b 
provided by the incurrence of another lia. 
bility—which in turn—and so, ad infini- 
tum? 

A second reply to the objection to “per. 
manent” deferrals lies in an analysis of the 
probability of “permanence.” For e- 
ample, in the case of accelerated deprecia- 
tion used only for tax purposes, it would 
seem that the presumption of such “per- 
manent” deferral of payment is invali- 
dated if there is a fair possibility that one 
or more of the events described below may 
take place in the foreseeable future—the 
period of “permanence” : 

First, there is always the possibility of 
a revision of the revenue act (or of the 
regulations). Such a revision might include 
one or more of the following provisions: 

a. A requirement that “book” depre- 

ciation correspond to tax deprecia- 
tion; 

. Restriction of declining-amount de 
preciation to specific categories of as- 
sets; for example, to assets with use- 
ful lives, say, of at least ten years; 

c. Reduction of the “degree” of acceler- 

ation—“the slope” of the line; 

d. Abolition of declining-amount depre- 

ciation for tax purposes. 

Then, too, there might be substantial 
fluctuations in the taxpayer’s annual re- 
placements or additions, due to: 

a. Extraordinary large property addi- 

tions in a single period; 

b. A recession, or the contraction of the 

industry, or any event leading to 4 
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“Jean” period for the taxpayer and a 
severe restriction on replacements 
and additions; 

. Sharp changes in replacement cost 
which cause dollar fluctuations in 
periodic replacements even though 
physical amounts do not change ma- 
terially ; 

. Substantial differences in the average 
estimated useful lives of replace- 
ments and additions from year to 
year. 

Frequently, an early disposal of prop- 
erty being depreciated by a declining- 
amount method results in taxable profit 
but not book profit. This may occur under 
various circumstances, such as: 

a. Sale or other taxable transfer of large 
amounts of partly depreciated proper- 
ty—at a price substantially above 
tax-depreciated value; 

b. Shift in policy from owning to leas- 
ing; 

c. Liquidation in a period when there 
is substantial taxable income. 

It would seem that hardly amy business 
is free of all of the foregoing hazards, any 
one of which would cause segments of this 
liability to “mature” and require payment 
of deferred taxes in such an amount that 
the total of accumulated tax deferrals 
would be reduced. In almost any con- 
ceivable situation sound reporting of busi- 
ness income precludes the “permanent” 
deferral of tax liability arising from this 
source. 

Secondly, in Bulletin No. 10 of the 
Committee on Accounting and Auditing 
Research of The Canadian Institute of 
Chartered Accountants, there is reflected 
a different concept of this credit account 
which we have been describing as a lia- 
bility for deferred tax payments. This bul- 
letin presents conclusions similar to those 
of The American Institute Committee, in- 
sofar as the effects on the income state- 
ment are concerned. It should be noted, 


however, that the “rationalization,” the 
basic underlying philosophy, is somewhat 
different. The Canadian Committee does 
not refer to the credit account as a de- 
ferred tax liability, representing tax pay- 
ments to be made in future periods relat- 
ing to income reported in current periods. 
Rather, both explicitly and implicitly it ex- 
presses the concept that we have adopted 
in this discussion, that of deferred credits 
to income tax expense. This concept is 
based on the premise that a current reduc- 
tion in income tax arising from deductions 
of a specific expense item for tax purposes 
in excess of amounts recorded in the ac- 
counts should not be reflected in current 
income but should be carried forward, as 
deferred credits to income tax expense, to 
the future period or periods in which the 
specific expense item is charged to expense. 
Likewise, a reduction in current tax pay- 
ments, arising from deferring for tax pur- 
poses income currently recorded in the ac- 
counts, should not be reflected in current 
income but should be deferred to the fu- 
ture period(s) in which the income be- 
comes taxable..Hence the Canadian Com- 
mittee considers irrelevant the question as 
to the rates of taxes which may be effective 
in future periods, and the possibility that 
the company may not have (net) taxable 
income. The amount of the credit to in- 
come is determined finally in the current 
period; only the question of timing re- 
mains. Then, too, the problem of possible 
permanent deferral does not arise, when 
the account is viewed as a deferred 
credit to expense. The deferred credit is_, 
considered to be continually revolving, be-| 
ing reduced as corresponding depreciation 
is recorded in the accounts, by transfers | 
(credits) to tax expense of allowances (re- | 
ductions in tax payments) previously re- | 
ceived, and being increased by new allow- | 
ances arising from depreciation deductions © 
in excess of book depreciation on other 
assets in the (then) current period. 
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Still a third concept of this “credit ac- 
count” is suggested in the revision of 
ARB No. 44, paragraph ‘Where it may 
reasonably be presumed that the accumula- 
tive difference between taxable income and 
financial income will continue for a long or 
indefinite period, it is alternatively appro- 
priate, instead of crediting a deferred tax 
account, to recognize the related tax effect 
as additional amortization or depreciation 
applicable to suck assets in recognition of 
the loss of future tax deductibility for in- 
come-tax purposes.” 

It has long been recognized that assets 
which have lost all or a substantial part 
of their deductibility for tax purposes are 
not worth the same price as assets which 
are still eligible for future deduction allow- 
ances. In the post-war controversy over 
the propriety of restoring to the accounts 
a value for fully amortized emergency (war) 
facilities still ‘used and useful” for produc- 
tive purposes, the ‘‘value” involved was 
universally recognized to be one which 
gave due consideration to future non- 
deductibility for income tax purposes. 
Similar consideration is given to such non- 
deductibility in connection with other up- 
ward-appraisals of assets, involuntary con- 
versions, and non-taxable exchanges. It is 
frequently an issue in negotiations be- 
tween buyers and sellers of businesses and 
may affect the price paid or the method of 
purchase. It would seem, therefore, that 
in situations where the balance in this 
“credit account” is likely to increase in- 
definitely, or to tend to stabilize, the ac- 
cumulated amount might properly be re- 
garded as “additional amortization or de- 
preciation . . . in recognition of the loss of 
future deductibilty for income-tax pur- 
poses,” 


Impact of income tax allocation 


The impact of the principle of income 
tax allocation upon financial reporting has 


4 Op. cit., p. 7. 
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been and will undoubtedly continue to be 
material both in terms of number of com- 
panies affected and the dollar amounts of 
reported income involved. A review of Ap- 
pendix A of this article will serve to indi- 
cate the many types of transactions and 
situations subject to the allocation prin- 
ciple. The tables in Appendix B reflect the 
substantial effect on income of the applica- 
tion of this principle in situations where 
declining-amount depreciation is used for 
income tax purposes only. The brief refer- 
ence to public utilities (page eleven) indi- 
cates that recognition of this principle for 
purposes of rate-making may have a signifi- 
cant effect both on utility rates and on re- 
ported income of public utility companies; 
further evidence of the dollar amounts in- 
volved here is presented in a note to B. 3. 
below. Some evidence that the practice of 
income tax allocation in connection with 
use of declining-amount depreciation for 
income tax purposes was quite general, 
even before the issue of the revision of 
ARB No. 44, is supplied by the following 
brief statement of tentative and approxi- 
mate conclusions drawn from a rather de- 
tailed tabulation of corporate practices: 


A. Industrial Companies (800-900) 


1. Companies reporting declining-amount de- 
preciation for income tax purposes 

2. Companies in A.1. above using declining- 
amount depreciation for income tax pur- 
poses only 

3. Companies in A-2. above providing for de- 
ferred taxes 


. Public Utility Companies (335 in 1957) 


1. Companies reporting declining-amount de- 
reciation for income tax purposes (all for 
income-tax purposes only) 


. Companies in B.1. above charging income 
for deferred taxes 


b. With credit to restricted or appropriate 
surplus 
(1) treated as a reserve 
(2) treated as equity 


= 
c. 
3. Cc 
1. I 
should 
accoul 
2. 
accow 
effect: 
3. 
meas 
to th 
eithe 
items 
twee 
rent 
“defe 
credi 
4. 
conti 
taxal 
ferre 
expe 
5. 
futu 
20% poin 
PADC 
| 60% tion 
90% 
6. 
70% cred 
; 86% bilit 
: a. With credit to deferred or accrued “F ing 
corn 
— 
{ 


Income Taz Allocation 


c. With credit to reserve for depreciation. 3% 


86% 
3. Companies in B.1. above making no pro- 


vision for deferred taxes’” 14% 
100% 


SUMMARY AND CONCLUSIONS 


1. Income taxes are an expense that 
should be allocated to income and other 
accounts as other expenses are allocated. 

2. Direct charges or credits to capital 
accounts should be entered “net of tax 
effects.” 

3. Period income tax expense should be 
measured by applying the current tax rate 
to the reported net income before tax, 
either in total or with respect to individual 
items of income or expense. Differences be- 
tween period income tax expense and cur- 
rent tax payments should be accrued as 
“deferred charges to income” or “deferred 
credits to income.” 

4. The continuity assumption implies 
continued operation at a profit—future 
taxable income—thereby “validating” de- 
ferred charges and credits to income tax 
expense. 

5. The principal function of the income 
statement is to facilitate the forecasting of 
future earning power. From this view- 
point, particularly, the proper matching of 
expense and revenue demands the alloca- 
tion of income tax expense, even in those 
cases where deferment is for a relatively 
long period. 

6. “Deferment” should be interpreted 
as the deferment to future periods of a 
credit to income tax expense rather than as 
the deferment of the payment of a tax lia- 
bility. Under this concept questions relat- 
ing to the existence of future taxable in- 
come and to future tax rates are irrelevant. 


Had the companies included in B.3, above (ap- 
proximately 9% of the public utility companies in- 
cluded in the study) provided for deferred income taxes, 
their reported income would have been reduced, on the 
average, about 12.5%, or approximately $18,400,000. 


7. The concept of ‘permanent deferral” 
of credits (or charges) to income tax ex- 
pense (or even of the payment of deferred 
taxes) is as fallacious and illusory as the 
concept of permanent deferral of the pay- 
ment of pensions or even of current lia- 
bilities. In all of these cases “permanent” 
means only that the net balance will not 
be reduced in the foreseeable future be- 
cause of offsetting charges and credits. 

8. The impact of income tax allocation 
upon financial reporting has been, and will 
continue to be, material both in terms of 
the number of companies affected and the 
dollar amounts of reported income in- 
volved. 


APPENDIX A 


Illustrative classification of situations lead- 
ing to differences between current income tax 
payments and income tax expense allocable 
to the reported net income 
of the current period 


I. Situations resulting in current additions to de- 
ferred charges to income tax espense (and cred- 
its to current income tax expense) to be written 
off as appropriate additions to the income tax 
expense of certain future periods. 

A. Income Taxed but Deferred in the Ac- 
counis—Amounts which are included in de- 
termining the taxable income of the current 
accounting period but which will be recog- 
nized and reported as business income in one 
or more fuéure accounting periods. 

Examples: Prepaid income which is tax- 
able in the period of receipt but which is 
“spread” over earning periods, such as pre- 
paid rent, unearned finance charges. 

B. Costs Deferred Only for Tax Purposes— 
Amounts which are recognized and reported 
as expenses in the current accounting period 
but which will be taken as deductions in de- 
termining the taxable income of one or more 
future accounting periods. 

Examples: (1) Accrual of estimated ex- 
penses for book purposes only; (2) Larger de- 
preciation charges on books than for tax pur- 
poses; (3) Estimated renegotiation refunds. 

. Situations resulting in current additions to de- 
ferred credits to income tax expense (and addi- 
tions to current income tax expense) to be writ- 
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IV. 


ten off as appropriate reductions of the income 
tax expense of certain future periods. 

A. Costs deferred only in the accounts— 
Amounts which are taken as “deductions” in 
determining the taxable income of the cur- 
rent accounting period but which will be rec- 
ognized and reported as “expenses’’ in one or 
more future accounting periods. 

Examples: (1) Accelerated amortization 
of emergency facilities for tax purposes only; 
(2) Declining-amount depreciation for tax 
purposes only; (3) Unamortized discount on 
refunded bonds deducted currently for in- 
come-tax purposes but, in the accounts, 
amortized over the life of the refunded bond 
issue; (4) Cost of pension plans deducted 
earlier for taxes than in the accounts. 

B. Income deferred only for tax purposes— 
Amounts which are recognized and reported 
as business income in the current accounting 
period but which will be included in deter- 
mining the taxable income of one or more fu- 
ture accounting periods. 

Examples: (1) Instalment sales method 
used only for tax purposes; (2) Percentage- 
of-completion method in the accounts, com- 
pleted contract method for tax purposes. 
Situations resulting in current deferred charges 
to income tax expense (and credits to retained 
earnings or other capital accounts) to be writien 
off as appropriate additions to the income tax 
expense of certain future periods. 

A. Losses not currently deductible for in- 
come-tax purposes—Decreases in the book 
value of (net) assets, accompanied by reduc- 
tions in retained earnings or other capital ac- 
counts, which are not deductible in determin- 
ing the taxable income of the current period (the 
period in which they occur) but which will 
enter into the determination of the taxable in- 
come of one or more future accounting periods. 

Examples: (1) Write-down of investment 

securities to market value; (2) Appraisals 
downward. 
Situations resulting in current additions to de- 
ferred credits to income tax expense (and 
charges to retained earnings or other capital 
account), to be written off as appropriate reduc- 
tions of the income tax expense of certain future 
periods. 

A. Non-taxable increases in the book value 
of (net) assets—Increases in the book value of 
(net) assets, accompanied by additions to re- 
tained earnings or other capital account, 
which do not constitute taxable income in the 
current period (the period in which they oc- 
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cur) and which will not be deductible in de. 
termining the taxable income of future periods, 

Examples: (1) Appraisals upward; (2) In- 
voluntary conversions; (3) Non-taxable ex. 


changes. 


A suggested alternative treatment of 
some of the situations described in IV-A 
above is the recognition of non-deducti- 
bility in determining future taxable income 
by reducing the value for initial entry, per- 
haps by a percentage equal to the applica- 
ble income tax rate. For depreciable assets, 
at least, this method would not be satis- 
factory. While the net income of future 
periods might be correct, depreciation ex- 
pense would be understated and income 
tax expense would be overstated by equal 
amounts. 


APPENDIX B 


Effect on net income from various combi- 
nations of depreciation methods 
for tax and books 

The following four tables attempt to 

present the “net (depreciation) expense” 
of fixed assets under various situations. 
“Net expense” is computed by subtract- 
ing the amount of the reduction in income 
tax payments arising from the deduction 
for depreciation from the sum of the de- 
preciation charge in the accounts and the 
charge to current expense, if any, arising 
from the recognition of deferred credits to 
income tax expense. A Federal tax of 52% 
is assumed. 

Two depreciation methods are used: 

(1) Straight-line method over the estimated 
useful life of the asset. (St. Line) 

(2) 200% declining-balance method over the 
estimated useful life of the asset, converted 
to straight-line depreciation at the most ap- 
propriate year. (D/B) 


Four combinations of these two meth- 
ods for tax and books are illustrated: 


Combination I 
For both tax and books: St. Line. 
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Combination IT 


For tax: D/B on post-1953 assets; St. Line 
on “old” assets. For books: St. Line on all 
assets; no deferred credit to income. 


Combination III 


The same as Combination II, except that a 
deferred credit to income is established in the 
accounts. 


Combination IV 


For both tax and books: D/B on post-1953 
assets; St. Line on “old” assets. 


Small cumulative differences in the ta- 
bles were arbitrarily adjusted to eliminate 
the effect of rounding and to bring out 
differences and similarities more sharply. 


AMERICAN ACCOUNTING ASSOCIATION 


Committee on Fellowship Program 


January 1, 1959 
Members of the Association 


We are sure that you share the satisfaction that we feel at the estab- 
lishment of the Association’s fellowship program. Long a hope in the 
minds of many members, it has at last become a reality. 

The many obstacles to increasing the supply of qualified teachers in 
accounting are too well known to require a review here. Certainly one 
that looms large is the combination of time and money necessary to 
qualify for the doctoral degree. It is in this area that the Association’s 
program will be helpful. 

The expansion and continuation of our program is dependent upon 
the receipt of contributions from industry, public accounting firms, and 
individuals. We believe that this opportunity to aid in the advancement 
of accountancy in the United States is unequaled by any other program. 
The Association invites inquiries regarding procedures for making gifts 
and bequests to its Fellowship Fund. 


Sincerely 

C. A. Mover 

Joun ArcH WHITE 

C. NISWONGER, Chairman 
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AMERICAN ACCOUNTING ASSOCIATION 


ANNOUNCEMENT OF 


FELLOWSHIP PROGRAM IN ACCOUNTANCY 
FOR ACADEMIC YEAR 1959-1960 


PURPOSE 
The purpose of the fellowship program is to increase the supply of qualified teachers 
of accountancy in the United States. Fellowships will be awarded to assist individuals 
in furthering their preparation, through doctoral studies, for teaching in colleges and 
universities. 


ELIGIBILITY 


. Expressed interest in and outstanding promise for a career in teaching accountancy. 

. A master’s degree or equivalent in accountancy, business administration, or other 
relevant areas. 

. Recommendation by the institution at which the applicant is currently in residence, 
the university at which he has begun the doctoral program, or the university which 
awarded the master’s degree. 

. Need of financial assistance. 

. United States citizenship. 


AMOUNT 


The amount of the fellowships will generally range from $500 to $1,500 for the aca- 
demic year. Recipients will not be precluded from accepting financial assistance from 
other sources. 


DURATION 


Fellowships will be granted for one academic year, with the possibility of renewal, upon 
application, for one additional year. 


FIELD OF STUDY 
The doctoral program is expected to be in accountancy or in another area suited to . 
preparing the applicant for teaching accountancy. 

SELECTION OF INSTITUTION 
The recipients may use the fellowship at any university in the United States which 
offers an appropriate doctoral program. 

PAYMENT 
Payment of the fellowships will be made to the recipient, in equal installments at the 
beginning of each semester or quarter. 

CLOSING DATE 


The closing date for receipt of applications and supporting data is March 1, 1959. 
Awards will be announced on or about April 15, 1959. Requests for application forms 
should be addressed to: 

R. Carson Cox, Secretary-Treasurer 

American Accounting Association 

The Ohio State University 

Columbus 10, Ohio 


ADMINISTRATION 


The program is administered by a committee composed of the three immediate past 
presidents of the American Accounting Association. 
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ADMISSION TO GRADUATE BUSINESS SCHOOL 


SAMUEL R. SAPIENZA 


Chairman, Admissions Commitiee, Wharton School of Finance and Commerce, 
University of Pennsylvania 


school today is a major undertaking. 

Much time, money, and anxiety are 
spent to secure the prize—admission. 
Graduate schools of business are not excep- 
tions. There is now, and probably will con- 
tinue to be, an excess of applicants over 
possible admittees to study business. If you 
are an applicant, a teacher, a counselor, or 
a parent, it behooves you to know some- 
thing about the schools themselves and to 
understand the workings of an admissions 
office. This article, therefore, discusses 
graduate schools of business briefly. The 
main emphasis is placed on the procedures 
that should be followed to assure the ap- 
plicant that his ‘“‘best foot is forward.” 


G set admission to practically any 


Graduate Business Schools 


A thorough study should be made of the 
existing graduate business schools before 
selecting the one(s) you would care to at- 
tend. This study of schools should give 
you: (1) an insight into the philosophy of 
education prevailing; (2) some knowledge 
of the class environment and of the physi- 
cal facilities; (3) the nature of the curric- 
ulum offered; (4) the composition of the 
faculty. While a thorough discussion of 
each of these points is beyond the scope of 
this paper, some comments can be made 
on (1) and (3), above. 

The philosophy of education that pre- 
vails within a school reduces down to: 
“‘What and how shall we teach?” Thus, 
some schools offer a high degree of special- 
ization within the several business areas— 
accounting, finance, etc.—with little or no 
concern for related business areas.. Others 
suggest some specialization in a major 
area, but also insist on a broad, general 
training in subject matter beyond the 
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major selected. Still other schools recom. 
mend no specialization whatsoever, but 
rather drill you vigorously in working 
through specific business situations. Here, 
then, the question is: ““How much special 
ization do I want?” 

To secure the degree of specialization 
desired, the various schools employ dif- 
ferent pedagogical approaches. The lecture 
method may be used in which, of course, 
no vocal participation is allowed. Other 
schools may use textual materials (prob- 
lems, cases, outside readings) with the 
teacher and the class discussing so-called 
principles, practices, and procedures and 
relating these to the materials assigned. 
Other schools by the case method lead you 
through a determination (analysis) and 
summation (oral and/or written) of points 
of importance surrounding business prob- 
lems. These methods may be used in com- 
bination or singly. You should ask your- 
self here: “How will I react to this tech- 
nique?” Your reaction will, of course, spell 
the measure of your success. 


Plans 


Planning should be done as early as 
practicable in order to work your way 
through what is becoming an increasingly 
more intricate process. Each year the 
undergraduate student should appraise 
his situation and pose the question: ‘‘Do I 
really want graduate business education?” 
You should prepare yourself, if so, by se- 
curing as broad a training as your under- 
graduate curriculum will allow. These will 
be the tools you will utilize throughout 
graduate schools and in your business 
career, as well. When the time comes to 
apply formally, you will have thought 
through the whole idea so well that inter- 
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Admission to Graduate Business School 


est and motivation will be exuded natu- 
rally and your application will be backed by 
preparation. 

The first phase of planning actually 
comes when your undergraduate school is 
chosen and you select an undergraduate 
field of study. For you, this may be a fait 
accompli. If there is opportunity to matric- 
ulate at a school that is both accredited 
by various agencies and known for its high 
scholastic standards, then this school 
should be chosen. The course pursued can 
be as general (liberal arts) or as technical 
(engineering) as possible. In some cases 
the undergraduate and graduate program 
are integrated so that you secure your 
master’s degree, usually, in five years. 
Other graduate business schools do not 
link up with an undergraduate program 
and your course here may be two years or 
less, depending upon the policy of granting 
advanced standing for undergraduate 
work done in business. Graduate schools 
of business are turning out, after two 
years’ study, students who have come to 
them without a single course in economics. 

Upon formal application to business 
school, you should, above all, have a fairly 
secure knowledge of what your objectives 
are in life. There is nothing so deflating as 
to talk with an apparently sound prospect 
for admission only to have him blurt out 
“that he hasn’t given too much thought to 
his possible job,”’ or “that his future is in- 
definite,” or ‘‘that it is too difficult to put 
his finger on an exact career.” True enough 
few know with absolute assurance what 
they will do career-wise. But certainly a 
person about to make an expenditure of 
$5,000-$6,000 and two years’ time must, 
or ought, to see some pattern to the future. 

All this means is that there is need for 
some integration of what you have done in 
the past with what you expect to do in the 
future. Thus, a liberal arts student is not 
looked on askance because he majored in 
American government as an undergradu- 
ate but now wants to major in accounting. 
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His summer employment, his friends and 
associates, or his family may have singly, 
or in combination, whetted his appetite to 
study this subject. Thus, the social im- 
plication to all business activity, whether 
accounting or some other aspect of busi- 
ness, lends support to combining liberal 
arts training with business training. 

It is common, also, for engineers to want 
to learn more about marketing, for ex- 
ample. Here, of course, we are combining 
science with business. If you seek a career 
in technical sales, the blending of engineer- 
ing with marketing is ideal. Plans such as 
these would show an effort toward integra- 
tion of past and prospective activities. 

Engineers very commonly want to go 
into the production phase of business. This 
is understandable since the technical train- 
ing you may already have received can be 
supplemented by courses in the workings 
of the manufacturing division of modern 
firms. This tack is often taken by the ap- 
plicant who wants his undergraduate 
marriage to engineering to wind up in a 
gradual separation from pure engineering 
rather than divorce. Those who divorce 
themselves from engineering, entirely, 
often go into accounting, for example, 
looking back upon their undergraduate 
training as a rigorous preparation in think- 
ing through problems. Thus, the methodo- 
logical and analytical preparation is trans- 
planted to a new field. 

In essence, then, your plans need not fit 
together like a jigsaw puzzle, so that 
graduate business training completes the 
picture. There may be some blank spaces 
brought on by the vicissitudes of life that 
affect each of us. What is needed is a 
rationale. 


Undergraduate Record 


The transcript you have earned from 
your undergraduate school is, naturally, 
an important document. This is historical 
and usually nothing can be done to change 
things. Occasionally when application is 
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made midway through the senior year, as 
is the custom, one term may be improved 
by better application. 

The important aspects of your tran- 
script are: (1) the trend of your grades; (2) 
whether or not a change has occurred in 
your undergraduate major; (3) what was 
your undergraduate major. Often the 
grades in the early years of college show up 
poorly because your reaction to collegiate 
life called for an adjustment. This adjust- 
ment should be apparent, however, in the 
trend of results. If there was a change in 
major because you started off to be an 
engineer and wound up in social sciences, 
this factor should be pointed out. If your 
major was a science, there is some tend- 
ency for grades in this area to reflect the 
relatively heavier schedule and more diffi- 
cult subject matter by being somewhat 
lower. You should be encouraged to add 
comments regarding your undergraduate 
grades on a separate memorandum if sick- 
ness or special problems beset you while 
in college. Mitigating circumstances, such 
as sickness, may have had a serious effect 
on grades in a particular year and this 
factor may go unnoticed in a general 
perusal of your transcript. 

The actual grades you achieved are re- 
lated to other matters. Thus, no hard and 
fast rule such as a “B” average is de- 
manded. You may be the proud recipient 
of a considerable number of ‘“A’s” from 
your alma mater. You feel this is an 
achievement, and probably rightly so. 
You should recognize, however, that 
schools vary in their degree of strictness in 
grading. Thus, while many A’s show some 
effort they might very well turn into B’s or 
less at other schools. This is not to say that 
you would have been a B student or C stu- 
dent at University X, because no one will 
know how you would have reacted to the 
possibly tougher routine. Hence the state- 
ment “I suppose you require a ‘B’ average 
for admission” is really unnecessary. The 
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school to which you are applying usually 
has some concept of the standard of your 
undergraduate grades. 


A pplication Form 


The application form is the only “you” 
the school will meet before a possible 
personal interview. In some cases it re- 
mains the only ‘“‘you”’ because of your in- 
ability to visit the campus. If you are care- 
ful of your personal appearance, your ap- 
plication should be equally well-groomed, 
While it is not necessary to type out the 
data requested, care should be taken that 
your writing is legible and neat. Nothing 
so detracts from the general impression 
created by the application than do ink 
spots and smudges. Misspelled words, too, 
are unnecessary, and yet they occur. These 
points are minor, but they stand out when 
literally hundreds of applications are re- 
viewed at one time. 

The information sought on the applica- 
tion blank is important. You should fill 
out in detail everything requested. You 
should avoid perfunctory replies to ques- 
tions asked. For example, a question such 
as ‘‘Why do you wish to go to X Graduate 
School?’’, should generate a rather elabo- 
rate reply. Yet, answers are often: “I 
want to get another degree”’; “‘A bachelor’s 
degree is not enough these days when 
seemingly everyone has such a degree”; 
“Your institution is world-renowned ”’; etc. 
Anyone reading such statements is bound 
to be convinced that these are gratuitous 
statements and do not answer the specific 
question. 

You should assure yourself that ail the 
questions asked have been read and an- 
swered. One question on our application 
relates to whether or not the Aptitude 
Test for Graduate Study in Business (this 
will be discussed later) has been taken. 
Yet, it is quite common to find applica- 
tions where there is no evidence that this 
question was read. Since the test is usually 
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Admission to Graduate Business School 


an integral part of admission requirements, 
failure to relate your situation to the test 
will necessitate delay because of further 
correspondence. 


Aptitude Test for Graduate Study 
in Business 


Many graduate business schools use the 
Educational Testing Service’s Aptitude 
Test for Graduate Study in Business to aid 
them in the admission process. This test is 
designed for the student who may not have 
had a single course in economics. If you 
are quizzical, then, as to your chances of 
securing a high score without a back- 
ground in economics, your fears should be 
allayed because non-economics majors, in 
our experience, seem to do better than 
economics majors. As a matter of fact, a 
good course in college algebra or mathe- 
matics is probably the best preparation 
you could have for the quantitative part 
of the test. The verbal and reasoning as- 
pects can only come from wide, compre- 
hensive reading. Your quantitative and 
verbal score form a large part of the over- 
all score. 

The test should be put in its proper per- 
spective relative to other factors con- 
sidered for admission. This examination is 
four hours long, whereas your college 
career has been four years long and in- 
cludes the results of many examinations. 
Certainly, your undergraduate work ought 
to be weighted, in any evaluation, a little 
heavier than the Educational Testing 
Service examination. One unfortunate as- 
pect of the test is that the results of the 
examination usually triggers the action 
from the various admission offices, assum- 
ing all other data have been forwarded. 
This association of action with the test 
score commonly gives rise to an unfounded 
belief that the test is “the” factor. 

Everyone likes to do well on examina- 
tions, especially this one. The fact re- 
mains, however, that there will be a dis- 
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tribution of people up and down the scale. 
If 500 is the median score, then 50% of the 
people taking the test will be below and 
50% above this score. It is only human if 
your test score is, let’s say, 425 to bring up 
defensive mechanisms to justify this re- 
sult: “I can’t take this type of examina- 
tion’’; “I freeze up on tests’; “I couldn’t 
get started.”’ These are hardly mitigating 
factors. Perhaps the only justification for 
taking the test a second time if the first try 
was poor would be illness, or exhaustion 
brought on by hours of travel prior to the 
examination. Our results of “‘two-timers” 
have shown that the first mark has usually 
been about the same as the second. 

You should take the test, as was hinted 
at above, about midway through your 
senior year, or earlier. We find that the lack 
of the test is a major cause of delay in taking 
action on an application. If you wait until 
you get out of college, you may find your- 
self shunted to an island in the Pacific on a 
service billet and no chance to take the 
test. 


Interview 


If at all possible, you should request an 
interview. You should come alone so that 
the interviewer can get a clear picture of 
you as an individual, without support of 
your father, mother, or other person. This 
is an opportunity to fill out the chinks that 
may appear in your record. It will be a 
chance to look over the institution and 
perhaps the people with whom you will be 
associated for a couple of years. Often, this 
trip can be further rewarding by attending 
class to actually get the feel of things. 

You should come prepared to ask and 
answer questions. Nothing is so deadening 
as having to ‘‘make conversation’’ at this 
time. In some instances this quiet attitude 
may be the result of stage fright. These 
cases can usually be helped by the manner 
of conducting the interview. In other 
cases, a few timely questions reveal prac- 
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tically no knowledge of having read the 
school’s bulletin, or having thought 
through the pros and cons of graduate 
business education. Thus, hesitancy to ask 
and answer questions gives the impression 
of superficiality in preparation for the 
interview. 

It is at this time that some applicants 
try to apologize for all their past defi- 
ciencies—all the way from a poor collegiate 
record to a low aptitude test score. Unless 
there are good and sufficient reasons for 
bringing up these points, they are best left 
unsaid. A statement such as, “I guess that 
I was a playboy at school,’’ detracts rather 
than adds to the interview. Rather, “I 
admit my work at college was weak, but 
corroborative evidence of my ability can 
be found in my aptitude score of 660,” or 
“My grades in undergraduate school were 
poor because I had to work twenty hours 
a week to stay in school.” 


Letters of Reference 


You should, before getting away from 
undergraduate school, get some of your 
professors to write you general letters of 
recommendation. Very often the student 
waits until he has been away from school a 
year or so before requesting his professors 
to comment on him. This results in a 
rather embarrassing situation, even allow- 
ing for the traditional absent-mindedness 
of teachers, for the letter is often not as 
clear and crisp as it would have been if 
solicited earlier. 

Further, the writer of the letter of 
recommendation should be one who is in- 
clined to give a dispassionate view of you. 
This rules out doting uncles, roommates 
who owe you money, or others with a 
vested interest. 

It might be good advice to you to ap- 
proach someone who will be critical of 
your record. There is little doubt that this 
person will evaluate you properly. The 
service this performs toward admission 


will be considerable. At least, the admis. 
sion group will have a clear etching of you 
with both strong and weak points evident, 
Overall, you will probably be better off 
than others who have had nothing but 
pleasantries said of them. 


Chances of Admission 


Multiple applications by candidate for 
admission cloud the scene for graduate 
education as well as for undergraduate 
work. *Good students are probably ad- 
mitted to two or three of the leading 
schools without trouble. This complicates 
the problem for admissions people be- 
cause of the ‘“‘water’’ in the figures. This 
does not mean that you should not apply 
to two or more schools. You should do so, 
by all means, to protect your own inter- 
ests. I would suggest that, once you have 
decided on the school you want, you do 
the other schools the courtesy of a note of 
cancellation so that they can strike you 
from their totals. This is not an idle state- 
ment, for our experience indicates the 
contrary. 

The applicants to many of the leading 
graduate business schools probably out- 
number the size of the admitted class by 
five or more to one. There is no implication 
here that only one in five is admitted. You 
will find that most schools admit more 
than they actually expect to matriculate 
because there is always some shrinkage. 
Shrinkage arises from reasons of health, 
finances, military service, attraction to 
other graduate schools, and other perti- 
nent causes. The number admitted may 
range from 30% to 50% of the total appli- 
cations. On the other end, maybe 20% to 
30% are refused outright. If you assume 
that 50% are admitted and 20% are re- 
fused, then 30% are in a kind of twilight 
zone. The schools may refuse this group 
by pointing out specific weak spots, at- 
tempt to use them on a standby basis for 
filling out vacancies, or try to hold them 
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Admission to Graduate Business School 


over to a possible future term. 

As you will surmise, this latter group 
presents many problems. Some individuals 
who fall in this group bring all sorts of 
pressure to bear on admissions offices. A 
call from a state senator, or the president 
of a bank, or some other leading citizen, to 
a harried admissions officer is common- 
place. While this tactic may be helpful if 
useful information results, generally it can 
lead only to further harrassment and 
perhaps unwarranted resentment toward 
the candidate if the call simply veils 
pressure. 

Applications in this year, 1958, stem, 
generally, from persons born in 1934 and 
earlier. Thus, the age of our average stu- 
dent approximates 24. In about four 
years, 1962, the approximations given 
above as to applications, admittees, etc., 
will be completely outmoded, unless 
graduate schools grow commensurately 
with the rising birth rate that dates from 
around 1939-1940. The problem of ad- 
mission will become more complex, no 
doubt, because most graduate schools will 
not grow this much. In short, while 
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graduate business schools are fairly selec- 
tive today in their admissions, they will 
become much more selective in the future. 


Summary 


In making the decision to enter graduate 
training for business there are certain 
factors that you should consider. These 
are 


1. The philosophy of education of the partic- 
ular schools and your possible reaction to its 
training techniques. 

. The need for planning; 

a. To present the best transcript your 
talents will allow. 

b. To take the aptitude examination in your 
junior year, or certainly midway through 
your senior year. 

. Tosecure letters of recommendation that 
will give an accurate portrayal of you. 

. To visit the school of your choice so that 
first hand knowledge of the school is 
yours, as well as other things such as 
housing, scholarship and loans, and phys- 
ical facilities. 


This sort of preparation will assure your 
application timely and considered atten- 
tion and enhance the possibilities of ad- 
mission. 
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BACHELOR OF ACCOUNTANCY PROGRAM 


Baylor University 


URING the last few years the ac- 
D counting faculty at Baylor Uni- 

versity has been concerned with 
the problems associated with the develop- 
ment of an adequate four-year accounting 
major. It seemed that, due to the evolution 
and development of the body of knowledge 
associated with the accounting profession, 
two conflicting objectives were being 
sought in connection with the program. 

One of these sought to meet the demand 
for a greater emphasis on liberal arts for 
accountants. The other sought to provide 
the accounting trainee with an adequate 
amount of technical proficiency to enable 
him to move into a professional postion 
with a reasonable degree of self-confidence 
and the ability to contribute a productive 
effort to his firm. The first of these would 
necessarily cause a limitation of the tech- 
nical accounting training and vice versa, 
with the normal 120 hour, four-year gradu- 
ation requirement. 

As most teachers know, the concern for 
this problem was not limited to Baylor 
University. The American Institute of 
Certified Public Accountants and the 
American Accounting Association have 
been studying the problem for some time. 
About three years ago the Texas Associa- 
tion of University Instructors in Account- 
ing began actively to consider the prob- 
lem, and during the past year has come up 
with the recommendation that a five-year 
program is a necessity for adequately 
training students for the profession of ac- 
countancy. This development, together 
with a conviction on the part of the faculty 
at Baylor University that such a program 
is necessary, has led to the establishment 
of a five-year program leading to the 
Bachelor of Accountancy (B. Acc.) degree 
beginning in September, 1958. 

Actually this program appears to be in 
line with the experience of certain other 
professions such as medicine, law, and en- 
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gineering. It is felt that the degree is 
largely a technical one and for that and 
other reasons not cited here should be 
recognized at the bachelor level. 

It is hoped that the program will work 
somewhat in the following manner. The 
student, recognizing that he wishes to 
major in accounting, will carry a normal 
load of perhaps 17 or 18 hours each term 
during his normal four year course of 
study. This will enable him to complete 
both the B.B.A. degree and the B.Acc. de- 
gree with no more than one semester of 
work beyond the normal four-year period. 
Such a plan, it is hoped, will encourage the 
accounting student to secure both the 
concentration of technical knowledge 
needed and the general liberal arts back- 
ground shown to be desirable for long- 
term development and personal satisfac- 
tion. Under this arrangement the account- 
ing major may take no more than 25 hours 
of accounting above the elementary course 
for credit toward his B.B.A. degree. 

The following requirements have been 
set up for the B.Acc. degree: 

1. The student must have completed the re- 
quirements for the B.B.A. degree or its 
equivalent. 

. He must have earned a total of 150 semester 
hours of college and/or university credit, 
excluding physical education, with an aver- 
age grade of “‘C.” His course of study must 
include courses in Corporation Finance, In- 
vestment Analysis, Punch Card Machines, 
and either a course in General Insurance or 
Public Finance over and above the regular 
B.B.A. requirements. 

. He must also have completed 49 hours of 


accounting. The following courses are re- 
quired to be taken: 


Elementary Accounting 
Intermediate Accounting 
Cost Accounting 


Advanced Theory and Problems 6 hours 
Accounting Systems 
Fund Accounting 
Accounting Internship or Special 
Study 
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INSURANCE RESERVES IN THE ACCOUNTS 
OF NON-INSURANCE COMPANIES 


H. WHITNEY 
Professor, University of Alabama 


ing, auditing, and tax practice I have 

not met an insurance reserve in the ac- 
counts of a non-insurance company. I have 
been employed by a life insurance com- 
pany and by a fire insurance company and 
during seven years I purchased insurance 
for a large wholesaler. In these employ- 
ments I acquired some ideas about in- 
surance reserves which clash with the 
pertinent accounting doctrines in all of the 
accounting texts that I have used. 

One who has had no experience with the 
kinds of insurance reserves that are pre- 
sented in accounting texts probably should 
explain his temerity in offering an article 
for publication. It was triggered by a 
graduate student’s inability to find ade- 
quate explanatory materials for this topic 
in a thesis on the subject of Earned Sur- 
plus and Surplus Reserves. Apparently, 
those who have had experience with such 
reserves have not shared their experience 
in accounting publications. 

To provide this student with a source of 
information which I believe he should have 
in his thesis, I decided to write something 
that he can quote from. In this effort my 
authority is logic, not experience. This is a 
hazardous authority. Logic unproven by 
experience may fail because it is illogical, 
or because it assumes false premises, or be- 
cause it neglects essential premises, or be- 
cause it is impracticable. If this is the out- 
come of my effort perhaps someone will 
“slay me down.” If someone does, my 
effort will be worth while because account- 
ing literature will be enriched by his re- 
sponse. My embarrassment will be unim- 
portant to everyone but me. 


I the course of my limited bookkeep- 
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In the textbooks that I have used, 
RESERVE FOR INSURANCE has been 
classed as a surplus reserve. It is classed as 
a part of earned surplus known as re- 
stricted or appropriated or earmarked 
earned surplus. I have always winced at 
the simplicity and finality of this concept. 
There are many kinds of insurance haz- 
ards, contracts, and obligations. Some of 
the reserves on the balance sheets of some 
insurance companies may be part of 
earned surplus, but none of the life insur- 
ance companies that have issued policies 
to me acknowledge that any of their re- 
serves are part of earned surplus. Beyond 
a shadow of a reasonable doubt their big 
reserves are liabilities. 


INSURANCE COMPANY RESERVES 


On the balance sheets of three life insur- 
ance companies! the biggest reserve is de- 
scribed as “Legal reserves .. .,” “Policy- 
holders’ Reserve,” and ‘‘Policy Reserves.” 
On each of these balance sheets the men- 
tioned reserve appears first and surplus 
appears last. On each of these balance 
sheets the amount exceeds seventy per 
cent of the balanced total at the bottom of 
the page. 

The placement indicates that the com- 
panies regard them as liabilities. Massa- 
chusetts Mutual described it as follows: 
“The fund, verified by the Common- 
wealth of Massachusetts, which, with 
future premiums and interest, will provide 
the benefits payable under the policies 
that were in force at the close of the year.’”’ 


1 Teachers Insurance and Annuity Association, 1956; 
Massachusetts Mutual, 1955; Mutual Life Insurance 
Company of New York, 1956. 
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Mutual of New York described it as fol- 
lows: “present liability for future pay- 
ments under outstanding policies.” 

In the two companies just mentioned, 
every policyholder can withdraw on de- 
mand the full amount of the reserve appli- 
cable to his policies, or this amount less a 
small surrender charge. In this particular 
these reserves resemble demand deposits 
in banks. No accountant considers de- 
mand deposits a surplus reserve or a part 
of earned surplus. It would be difficult to 
conceive of two accounting concepts that 
are more unlike than demand deposits and 
earned surplus. However, the reserve on 
the TIAA balance sheet also is a liability 
because it is the actuarially computed 
present value of the rights of policyholders 
and beneficiaries to receive future pay- 
ments specified in outstanding policies in 
consequence of premiums received by the 
company on or before the balance-sheet 
date. 

Experience has proven the soundness of 
this view. Fifty years ago there were many 
fraternal life insurance companies whose 
managements believed that obligations to 
make payments in the distant future were 
not then-present liabilities. The largest of 
these was The Royal Arcanum. At the 
peak of its growth its assets were fairly 
valued at hundreds of millions of dollars. 
A few years later it, and all of the other 
companies who held the same belief, were 
bankrupt and their outstanding policies 
were worthless pieces of paper. They were 
unable to pay the future obligations which 
they considered as not-present liabilities. 
So far as I know, all of the “‘old line legal 
reserve’ companies which were in business 
in 1900 and which carried on their balance 
sheets as liabilities “‘old line legal reserves”’ 
have met all of their obligations to policy- 
holders and to their beneficiaries. Some 
companies have passed out of existence be- 
cause they could not operate at a profit, 
but in those instances their outstanding 


policy obligations have been taken over by 
other “old line legal reserve” companies 
which have fully performed obligations iy 
outstanding insurance contracts. I am not 
sure that policyholders’ losses are zero but 
I am sure that no other undertaking in the 
history of finance has a record of success 
which can compare with “‘old line legal re. 
serve”’ life insurance in the United States 
One of the foundations of that success has 


been recognition that vested obligations to § 


make future payments are present liabil- 
ities, not parts of earned surplus. 

On the balance sheets of companies that 
indemnify policyholders for losses due to 
destruction of their property, due to legal 
liability for injuries to other persons or to 
their properties, or due to accident, sick- 
ness, robbery, burglary, or embezzlement, 
unearned-premium reserves are considered 
liabilities. By surrendering his policies, 
each policyholder in some of these com 
panies can get cash for nearly all of the un- 
earned premium on his policies, thus these 
reserves are similar to deposit liabilities of 
banks. Few policyholders surrender their 
policies and demand refunds of unearned 
premiums. If premium rates are fair, ob 
ligations under outstanding policies will 
not exceed amounts of unearned premiums. 
Experience indicates that amounts of un- 
earned-premium reserves on the balance 
sheets of such companies have substan- 
tially exceeded ultimate costs of discharging 
obligations in outstanding policies; there- 
fore, it is possible to argue that unearned 
premium reserves are partly liabilities and 
partly earned surplus. However, state in- 
surance departments classify them as 
liabilities and they seize the assets and 
liquidate property insurance companies if 
the assets do not equal liabilities and 
capital stock. There have been some sei- 
zures of this kind. Such seizures have re- 
sulted from depressions, conflagrations, 
and inability of a management to operate 
at a profit. Property insurance premium 
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Insurance Reserves 


rates are studied constantly and are 
changed frequently, consequently there 
are few instances in which a sum total of 
all rates is unfair in the sense of being 
much too high or much too low. Changes 
in loss experience have drastically af- 
fected net earnings even though they have 
been so small in terms of percentage of 
premiums that they have not impaired the 
adequacy of unearned-premium reserves. 


USE OF THE WORD RESERVE 


“The term ‘reserve’ should not be em- 
ployed in published financial statements of 
business corporations.’” Probably the au- 
thors of that pronouncement intended the 
phrase “business corporations” to exclude 
insurance companies. Pronouncements on 
accounting principles by committees of the 
Institute and the American Accounting 
Association seem to apply almost entirely 
to the accounts of merchants and manu- 
facturers. The Institute’s committee re- 
commends that ‘“‘reserve’”’ be used only to 
describe appropriations of earned surplus, 
but makes it clear that this recommenda- 
tion does not apply to insurance com- 
panies.® 

If a non-insurance company has an in- 
surance reserve should its terminology be 
governed by the rules laid down for mer- 
chants and manufacturers, or should the 
practice of insurance companies prevail? 
To me, this seems to be an open question. 
It is one of which individuals may have 
strong personal beliefs, but such individ- 
uals should realize that their beliefs are 
personal preferences that should not be 
imposed on others. Therefore, I reach the 
conclusion that “reserve for insurance” 
may describe a liability on the balance 


2 “Accounting Concepts and Standards Underlying 
Corporate Financial Statements, Supplementary State- 
ment No. 1,’ conclusion 1. 

* “Applicability of Committee Opinions,” ARB #43, 
p. 8. For use of the term reserve see Accounting Ter- 
minology Bulletin #1, p. 28, par. 64. 


sheet of a non-insurance company, but do 
not assert that it must. 


RESERVE FOR PENSIONS 

Life insurance companies pay annuities 
to policyholders and beneficiaries. Govern- 
ments and non-insurance companies may 
pay pensions. Annuities and pensions are 
life incomes to the recipients. Pension 
plans ordinarily provide death benefits 
payable to named beneficiaries. The dis- 
tinctions between rights under pension 
plans and rights under insurance policies 
seem so nebulous that I believe it is cor- 
rect to classify a reserve for pensions as an 
insurance reserve when it is carried on a 
balance sheet of merchant, manufacturer, 
public utility, common carrier, bank, 
mine, or other non-insurance corporation. 

Companies that have adopted pension 
plans which comply with IRC section 404 
do not need pension reserves. They dis- 
charge their pension-plan liabilities by 
making payments to insurance companies 
or to trustees and deduct these payments 
on their income tax returns. Deductibility 
of pension contributions is such a great ad- 
vantage at present tax rates that it seems 
very unlikely that many corporations 
since 1939 have adopted or will adopt 
plans which do not comply with IRC sec- 
tion 404 and which therefore require crea- 
tion of a reserve for pensions. However, in 
1949 Montgomery and his co-authors 
wrote, “Some companies administer their 
employees’ pension plans, saving the profit 
that would normally accrue to an insur- 
ance company.’ 

If a company administers its own pen- 
sion plan, as of every balance sheet date 
an actuary should compute the present 
value of benefits which have vested in 
employees and their beneficiaries. That 
amount should be included in the em- 


4 Robert H. Montgomery, Norman J. Lenhart, and 
Alvin R. Jennings, Monigomery’s Auditing, Seventh 
Edition, The Ronald Press Company, 1949, p. 373. 
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ployer’s liabilities. The payments which its 
computations indicate will be made within 
a year should be included in the current 
liabilities and the remainder in the non- 
current liabilities. If the description, re- 
serve for pensions is considered undesirable 
other words may be substituted, such as: 
Present value of employees’ vested pension 
rights. 

Such a reserve should be created by 
charges against income because the present 
value of the pension rights which vest each 
year is a cost of doing business that year 
according to the accrual concept, and 
pension payments should be charged to it. 
Persumably the income charges are not de- 
ductible on income-tax returns and the 
payments to pensioners and their bene- 
ficiaries are deductible. 

If a pension fund is established by a 
transfer of cash and securities for the sole 
purpose of making pension payments, the 
accounting becomes a little more compli- 
cated because the transfers of cash and 
securities required during the year follow- 
ing the balance-sheet date are current 
liabilities. Here I am applying a practice 
declared by Montgomery and his co- 
authors to be applicable to sinking funds. 
If this practice is proper for sinking funds 
I see no reason why it should not be 
equally proper for pension funds. In order 
to set up the current liability I suppose it 
is proper to provide for an equal increase 
in our pension fund. If this is done, the 
fund balance equals the sum of the em- 
ployees’ vested pension rights on the bal- 
ance-sheet date and the transfers that are 
expected to be made to it during the fol- 
lowing year. 

It is difficult for me to conceive of a re- 
ceivable from an employer being included 
on his balance sheet as an asset. Although 
the fund is in the employer’s control and 
although he holds legal title, it has been 


 Ibid., p. 351. 
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appropriated for the benefit of his em. 
ployees. Their interest in it sets it apart 
from his other assets which are held for his 
sole benefit. Depending on the language of 
the pension agreement, the employees 
have an equitable title or a quasi-equitable 
title in the fund. Presumably, the current 
liability would be extinguished by a re. 
versing entry when the cash and securities 
actually are transferred to the fund. 

According to these authors, the current 
liability need not be shown if “.. . the 
company has set aside and segregated 
from current assets sufficient funds or 
securities to care for ...’® the transfers 
due during the ensuing year. If this prac- 
tice is followed consistently, the assets in 
the fund will always be the sum of the bal- 
ance in the reserve and the transfers due 
during the ensuing year. 

If an employer has entered into a pen- 
sion agreement which obligates him to 
pay stipulated amounts or determinable 
amounts which are not dependent on the 
amounts he charges to net income or to 
earned surplus, or if the credit balance in 
the reserve is a mere sum of charges to in- 
come not actuarially computed less pay- 
ments to pensioners, an auditor should re- 
quest his client to engage a firm of con- 
sulting actuaries in order to ascertain the 
present value of pension rights which have 
vested in employees. If the employer re- 
fuses, an auditor must qualify his opinion 
or deny an opinion unless he is sure that 
the present value of employees’ pension 
rights does not significantly differ from the 
balance in the pension reserve account. 

A pension plan may merely obligate an 
employer to set aside a percentage of pro- 
fits or a stipulated amount per man-hour 
or make contributions that are optional 
with the management under an arrange- 
ment which makes the amounts payable 
to employees dependent on amounts set 


® Loc cit. 
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Insurance Reserves 


aside. In such circumstances if the em- 
ployer retains possession of the funds the 
reserve should consist of amounts set aside 
jess pension payments made. If the em- 
ployer does not retain possession of the 
funds his liability is discharged by pay- 
ment to the person authorized to receive 
them and no reserve for pensions is needed. 
If the employer does not retain possession 
of the funds, the plan almost certainly is 
drawn so that payments are deductible on 
the employer’s income-tax return. In these 
circumstances an employer may provide 
a reserve by charging earned surplus in 
order to conserve assets for this use in 
future years. Such a pension reserve is a 
surplus reserve. 


SUMMARY OF THE ABOVE COMMENTS 
ON RESERVE FOR PENSIONS 


A reserve for pensions should be an 
actuarially computed present value of 
pension benefits which have vested in em- 
ployees and their beneficiaries if these bene- 
fits are payable from funds in the employ- 
er’s possession. It should be created by 
charges to income covering the present 
value of rights which vest during each 
year. It should be charged with payments 
to pensioners. The experience of the 
“fraternals’” and the “old-line legal re- 
serve” life insurance companies provides 
conclusive evidence of the soundness of 
this view. The Treasury’s attitude does 
not bear on the soundness of accounting 
for pension reserves because tax consider- 
ations are paramount. The Treasury 
favors a concept of income that is as ob- 
jective as it can be made by narrowing the 
scope of judgment. 

A reserve for pensions also may be an 
undervalued liability or an appropriation 
of earned surplus. In reporting on the con- 
formity of a balance sheet to generally 
accepted accounting principles an auditor 
should try to ascertain whether the bal- 
ance in a reserve for pensions is actuarially 
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sound. If it is not and if he cannot persuade 
his client to adjust it, he should qualify his 
opinion or deny an opinion unless he is 
sure that the undervaluation is not signi- 
ficant. 


WORKMEN’S COMPENSATION 
RESERVES 


Some states require all employers to pay 
premiums for workmen’s compensation 
into a state fund, some permit employers 
to purchase policies from approved in- 
surance companies, and some permit cor- 
porations which comply with prescribed 
standards of financial responsibility to 
self-insure liabilities imposed on them by 
workmen’s compensation statutes. When 
an injury occurs, the compensation pay- 
able is determined by a state board re- 
gardless of source of payment. 

The purpose of self-insuring workmen’s- 
compensation liability is to derive the full 
benefit of effective safety management. 
Rates charged by state funds and by in- 
surance companies are based on the ex- 
perience of many companies. Some of them 
are less successful in reducing accidents 
than others. Consequently a company 
which makes safety a prime objective of 
management may be able to self-insure at 
a cost which is substantially lower tha its 
cost would be in a state fund or in <n in- 
surance company where premiums must 
cover administrative costs or administra- 
tive and selling costs in addition to losses. 

A self-insuring manufacturer is likely to 
accrue percentages of payroll in its 
monthly income statements in order to in- 
clude in its product costs a reasonable 
share of the cost of accidents and in order 
to spread the losses more evenly than they 
would be spread if they were recorded 
when they are ascertained. This practice 
can be justified on the ground that the 
ultimate costs of injuries are expenses of 
the years when injuries occur, on the 
ground that premiums would be accrued 
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if the risk were transferred to a state fund 
or an insurance company, and on the 
ground that the practice and objectives 
are the same as maintenance of a reserve 
for bad debts. During the year, each of 
these two reserves can be regarded as a 
budgetary reserve. At the end of a year, 
each should be adjusted to realities. 

At the end of a fiscal year and during the 
time that elapses until financial state- 
ments are prepared, it is possible to eval- 
uate the liability connected with all or 
nearly all of the accidents which have oc- 
curred. Some injured employees may have 
been awarded an income for life, some may 
have been awarded an income during a 
temporary term of incapacity, and some 
may have been awarded lump sums in 
addition to reimbursements for doctor 
bills and hospital bills incurred and to be 
incurred. Before statements are published 
some of these liabilities can be ascertained 
and some can be estimated satisfactorily. 
Then the balance in the reserve should be 
adjusted to these realities. 

Unquestionably the reserve is a liabil- 
ity. It corresponds to the reserve for policy 
claims which appears on balance sheets of 
all insurance companies. All workmen’s 
compensation payments should be charged 
to it. The charges offsetting credits to it 
should be deducted in income statements. 
Payments to employees probably are de- 
ductible on income-tax returns in the 
years when they are made and payments 
to doctors and hospitals probably are de- 
ductible in the years when services are 
performed. Neither these uncertainties nor 
inability to compute the exact amount of 
liability when financial statements are pre- 
pared affect the status of a workmen’s 
compensation reserve as a liability if it is 
computed in the manner suggested above. 

It is entirely possible that some em- 
ployers carry forward balances which ex- 
ceed fair estimates of liability on accidents 
which have occurred prior to the close of 
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the employer’s fiscal year. The offsetting 
charge for any such excess is not a proper 
inclusion in the employer’s income state. 
ment. It should be charged to earned sur. 
plus because it is not related to operations 
of any elapsed period. That part of the bal. 
ance is a surplus reserve. 

During a fiscal year on its monthly 
statements an employer may accrue work- 
men’s compensation premiums at the 
rates which would be charged if the risk 
were carried by a state fund or an insur. 
ance company. In my opinion, this is not 
the best practice because monthly costs 
may be overstated. If the costs of ad 
ministering the self-insurance plan also 
are included in monthly income state 
ments, costs so included would exceed 
those that would be incurred if the em- 
ployer did not self-insure. Presumably the 
purpose of such a procedure would be 
computation of the annual savings ac- 
complished by self-insurance. If this pur- 
pose is to be fairly carried out the costs of 
administering the self-insurance plan 
should be omitted from monthly income 
statements or should be deducted in com- 
puting amounts of premiums to be in 
cluded. No serious harm results from this 
practice if the reserve is adjusted to real- 
ities at the end of the year and if the cor- 
rect net charge is included in the annual 
statement of income. 


RESERVES FOR FIRE LOSSES AND 
FOR OTHER HAZARDS 
AFFECTING PROPERTIES 


Some of the writings on reserves for 
losses due to fire and to comparable 
casualties seem to indicate that the writer 
conceives of such a reserve as a provision 
for loss to a single piece of property or toa 
small number of properties. I believe it is 
unlikely that any self-insurers are that un- 
intelligent. Insurance companies limit 
their potential losses on a single risk to 4 
fraction of one per cent of their assets and 
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their potential losses in a conflagration to a 
very small percentage. The principle of 
spreading risks is well understood so I see 
no reason for assuming that it is not gen- 
erally observed by self-insurers. 

A railroad may self-insure its freight 
cars, a large railroad may self-insure its 
locomotives, and a grocery chain owning 
thousands of stores in locations where 
very small numbers are subject to a single 
conflagration hazard has an ideal “‘set up” 
for sound self-insurance. Some grocery 
chains that may wisely self-insure their 
stores may not wisely self-insure their 
warehouses. However, they may buy ex- 
cess insurance. Under such policies insur- 
ance companies indemnify policy-holders 
for losses in excess of stated maximums. 

When the oil refinery at Whiting, 
Indiana, was destroyed by fire, its owner 
sustained a loss of only $1,000,000, about 
three cents per share of stock outstanding. 
The remainder of the loss amounting to 
$9,000,000 or more was borne by the com- 
panies providing excess insurance. The 
rates on excess insurance are much lower 
than rates on full coverage because large 
losses are rare. Although I have seen no 
pertinent statistics, from my observations 
while I was employed by a fire insurance 
company I am sure that more than ninety 
per cent of the insured fire losses are less 
than $100 each. If a $1,000 deductible 
clause were inserted in every full-coverage 
fire insurance policy, the number of in- 
sured losses probably would be reduced by 
ninety-nine per cent; in other words to less 
than one per cent of the number insured 
losses in full-coverage policies. Because in- 
surance rates are based on expected losses, 
a policyholder can effect important savings 
by ordering policies with deductible 
Clauses. As the deductible amount in- 
creases the cost of excess insurance de- 
creases. The deductible clause makes the 
policyholder a self-insurer for the deduct- 
ible amount. A corporation should make 
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the deductible amount equal to an amount 
of loss which it can afford to bear after giv- 
ing consideration to the possibility that 
there may be several losses in one year. 
The excess insurance then will protect the 
insured corporation against losses which 
are large enough to be disastrous to it. In 
circumstances where this type of self-in- 
surance is wise the worst consequences 
that could follow adoption of this alterna- 
tive would be sustained losses in some 
years which moderately exceed the pre- 
mium savings. In the long run the savings 
would be substantial. 

About half of the premium dollars re- 
ceived by ‘‘old line stock” fire insurance 
companies are paid out as loss indemnities. 
The other half are used for selling and ad- 
ministration. The income from invest- 
ments held is the source of the share- 
holders’ earnings. If losses take more than 
half of the premium dollars, shareholders’ 
earnings are reduced until rates are in- 
creased. If losses take less than half, share- 
holders’ earnings are increased until rates 
are reduced. Rates are adjusted as 
promptly as is practicable. 

If a self-insurer can keep his losses at 
levels which are average for his type of 
risk, he can save half of the cost that he 
would incur by insuring in ‘‘old line stock” 
fire insurance companies. Most self-in- 
surers install effective fire prevention pro- 
grams which reduce their losses far below 
average levels and substantially increase 
their savings. 

Insurance companies spread the cost of 
fires sustained by each policyholder over 
many policyholders and over the years in 
which the policyholder engages in busi- 
ness. It is a process which tends to equal- 
ize costs or expenses of each policyholder 
over a series of years. This spreading or 
equalizing process is so valuable that 
policyholders as a whole are willing to pay 
double the amount of their losses for this 
service. 
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When a property owner self-insures he 
no longer contributes to the losses sus- 
tained by others, other property owners 
no longer contribute to the losses he sus- 
tains, and his insurance costs over a term 
of years are not equalized. If he self-in- 
sures he is likely to have some years when 
his losses are substantial and other years 
when they are small. 

According to widely accepted account- 
ing principles he should charge sustained 
fire losses against income in the years when 
they are sustained. In order to conserve 
assets against the contingency of unusu- 
ally large losses in a single year, it may be 
good practice to create a reserve by charg- 
ing earned surplus and to carry it in the ac- 
counts indefinitely. Realization of unusu- 
ally large losses in any one year would not 
justify extinguishment or diminishment of 
the reserve because unusually large losses 
may occur in the following year and the 
expenditures occasioned by the fire losses 
that have been sustained do not decrease 
the need to conserve assets. Such a re- 
serve is a reserve for a known contingency 
which is not likely to occur, therefore it is a 
part of earned surplus. 

Under the above practices unpredict- 
able and unintended fire losses affect a 
self-insurer’s annual earnings. It is human 
nature to “want to eat our cake and have 
it too” therefore it is easy to understand 
why self-insurers want to level the impact 
of fire losses on their reported incomes dur- 
ing a series of years and it is evident that 
this objective has some desirable qualities. 
It is similar to the objective of straight- 
line depreciation, and it involves similar 
difficulties. 

It is impossible to exactly predict the 
useful lives of depreciable assets and it is 
impossible to exactly predict the amounts 
of fire loss that will be sustained during a 
series of years. The first impossibility does 
not prevent managements from esti- 
mating useful lives and from using those 


estimates in computations of depreciation, 
Thus it appears logical for the same map. 
agements to estimate the amounts of fire 
loss that will be sustained over a term of 
years and provide for them by equalized 
annual charges to income offset by credits 
to an insurance reserve carried forward at 
the end of each fiscal year after losses sus. 
tained during that year have been charged 
against it. 

Where such practices are adopted many 
balances carried forward at the end ofa 
fiscal year would be excessive, but this is 
not a peculiarity of fire insurance reserves, 
Excessive reserves for depreciation result- 
ing from under-estimates of useful life have 
been and are a common characteristic of 
accounts that conform to generally ac- 
cepted accounting principles. 

To some extent the above practices con- 
flict with pronouncements of the Insti- 
tute’s Committee on Accounting Pro- 
cedure and of the Executive Committee 
of the American Accounting Association. 
If these pronouncements are invariable 
rules not subject to any exceptions, the 
above practices do not conform to gen- 
erally accepted accounting principles. If 
these pronouncements are general rules, 
perhaps the above practices are justifiable 
exceptions which conform to generally ac- 
cepted accounting principles. In my opin- 
ion, if the pronouncements are general 
rules, the issue of conformity could not be 
decided without considering the compara- 
tive size of the reserve. If all sustained 
losses have been charged to the reserve, 
the balance is a provision for future losses 
created by charges against past revenues. 
In my opinion, it should be included in 
earned surplus even though it is an operat- 
ing reserve. 

The pros and cons of my attitude are too 
numerous for consideration here, however, 
as partial justification I submit the follow- 
ing: 

1. Experience often has proven that de- 


| 
preciatt 
ciation 
were bi 
been 2 
erally 
2. T 
ization 
on incc 
losses 
3. 1 
tice th 
page 
direct 
used i 
seems 


preciation charges and reserves for depre- 
dation have been excessive, but if they 
were based on honest estimates they have 
been adjudged in conformity with gen- 
erally accepted accounting principles. 

2. The purpose of depreciation is equal- 
ization of impacts of unusual expenditures 
on income. Equalization of impacts of fire 
losses seems just as desirable. 

3. The proscription of “... any prac- 
tice that leads to income equalization” on 
page 59 in ARB #43 does not seem to be 
directed toward practices consistently 
used in good years and in bad years. It 
seems to be directed toward inconsistent 
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practices which tend to overstate income 
in bad years and to understate it in good 
years. 

4. It is human to take a negative atti- 
tude toward exceptions to general rules 
when an exception is needed only by a 
small minority. If self-insurance were as 
common as depreciation, equalization of 
loss impacts would receive the attention of 
all practitioners. Positive attitudes toward 
such equalizations would replace some 
existing negative attitudes. 

5. Life is too complicated to be reduced 
to a set of rigid rules and accounting is a 
part of life. 
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COMPARATIVE PROFESSIONAL ACCOUNTANCY— 
AUSTRALIA 


Mary E. Murpay 
Professor, Los Angeles State College 


HE Institute of Chartered Account- 

ants in Australia was incorporated 

on June 19, 1928, by a charter 
granted by King George V. It is the only 
body of accountants granted a Royal 
Charter outside the British Isles. Arms 
were assigned by The Earl Marshal of 
England on October 26, 1929. In the pre- 
amble to the Royal Charter it is stated 
that the Institute was established, inter 
alia, ‘‘to secure the elevation of the pro- 
fession of public accountants by the dis- 
semination of professional knowledge and 
in inculcation of sound practice, and to in- 
crease the confidence of the banking, 
mercantile and general community in the 
employment of recognized public account- 
ants.” 

In 1907, a number of practicing ac- 
countants had formed the Australasian 
Corporation of Public Accountants of 
which the main object was to “support 
and protect the character, status and 
interests of the profession of public ac- 
counting in Australia.” This Corporation 
became The Institute of Chartered Ac- 
countants in Australia. 

Control of the Institute is vested in a 
General Council of fifteen members elected 
annually by six State Councils which func- 
tion in New South Wales, Queensland, 
South Australia, Tasmania, Victoria and 
Western Australia. The head office of the 
Institute is situated in Sydney, at 6 Wyn- 
yard Street, with Stanley J. T. Walton 
serving as Registrar. There are 3,500 mem- 
bers, of whom 2,600 are in practice. Mem- 
bers of the Institute who are in public 
practice or who are clerks to public ac- 
countants are entitled to designate them- 
selves “Chartered Accountants (Austra- 
lia)’”’ or “Chartered Accountants (Aust.)’’; 
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and Fellows may distinguish themselves 
by using the initials “F.C.A. (Aust.)” and 
Associates, “‘A.C.A, (Aust.).”’ Members 
who are not in public practice, either as 
principals or employees, are transferred to 
a separate list. 

The Australian Institute sponsored a 
national Accounting Congress in Meé- 
bourne in May, 1957. Its official journal is 
The Chartered Accountant in Australia, 
Research activities are conducted by the 
Australian Chartered Accountants’ Re 
search Society, with branches established 
in all states, and a research and service 
officer, appointed in 1956, carries out an 
extensive research and publications pro- 
gram on the national level. 

The Royal Charter of the Institute lays 
down the following fundamental rules: 


1. A Member shall not allow any person not 
being either a Member of the Institute or in 
partnership with himself as a Public Ac 
countant to practice in his name as a Public 
Accountant. 

. A Member shall not directly or indirectly 
allow or agree to allow of participation bya 
Solicitor in the profits of his (the Member’s) 
professional work or accept or agree to 
accept any part of the profits of the profes- 
sional work of a Solicitor or any commission 
or bonus thereon. 

. A Member shall not without the consent in 
writing of his principal directly or indirectly 
accept or agree to accept from an Auc- 
tioneer, Broker, or other Agent employed 
for the sale or letting of or otherwise in deal- 
ing with any real or personal property in the 
management, administration or disposal 
whereof such Member or his partner or any 
of his partners shall be engaged any part or 
proportion of or any commission or bonus 
on the charges payable to such Auctioneer, 
Broker, or Agent. And the following rule 
shall also be deemed a fundamental rule of 
the Institute with reference to all Members 
not being in practice as Public Accountants 


a 
4 
0 
By 
of the 
sharel 
unde 
any 
busin 
In th 
discre 
salari 
comp 
tion 
cons 
quet 
a mel 
q A d 
tute 
fessic 
are 
Cour 
prom 
folloy 
of a 
Ne 
any 
used 
first t 
erenc 
fined 
ber 
shall 
A 
firm’ 
ce: 
exis 
the 
prep 
mit 
othe 
signe 
Ii 
fore 
fied 


Professional Accountancy 


at the date of this Our Charter (that is to 
say): 

. No such Member shall follow any business 
or occupation other than that of a Public 
Accountant or some business which in the 
opinion of the Council is not inconsistent 
therewith. 


By-Law 126 (a) states that no member 
of the Institute ‘‘shall be a director of or a 
shareholder in a company incorporated 
under the law of the Commonwealth or of 
any State thereof which carries on the 
business of accountancy and/or auditing. 
In the opinion of the Council it is conduct 
discreditable to a member if he accepts 
salaried office with any person, firm or 
company conducting accountancy or taxa- 
tion business in such manner as would 
constitute a breach of professional eti- 
quette were such person, firm or company 
amember of the Institute.” 

Advertising is considered by the Insti- 
tute to be an act discreditable to a pro- 
fessional accountant and rigid prohibitions 
are expressed by various statements of the 
Council. The professional code of ethics 
promulgated by the Institute outlines the 
following rules concerning the publication 
of a member’s name in a prospectus: 


Certificates of Estimated Future Profits 


No member shall allow his name to be used in 
any Prospectus until the words proposed to be 
used therein in respect of such Member shall have 
first been submitted to and approved by him. Ref- 
erence to members in any Prospectus shall be con- 
fined to the professional designation of the mem- 
ber therein referred to and no laudatory reference 
shall be permitted. 

A member shall not give or sign in his own or 
firm’s name for publication in any Prospectus a 
certificate of the estimated future profits of an 
existing or projected business or a certificate as to 
the arithmetical accuracy of such an estimate 
prepared by some other person, nor shall he per- 
mit his name to appear as Director, Auditor or 
otherwise, in any Prospectus which contains an un- 
signed estimate of future profits. 

It is considered that a Prospectus contains an 
eshimate of future profits if it includes words which 
forecast or anticipate profits or dividends at a speci- 
fied amount or rate. However, a statement in con- 
nection with an established business that it is pro- 
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posed to pay a specific dividend out of profits already 
earned or stating the policy of the Directors as to the 
future maintenance of past dividend rates is not re- 
garded as an estimate of future profits. 

An estimate of future profits in any Prospectus 
shall be deemed to be unsigned unless the signa- 
ture of the person or persons responsible for the 
estimate appears immediately there under. Where 
the estimate is contained in a report published in 
the Prospectus, it is sufficient compliance if that 
report bears the signature of the person or persons 
responsible for it, but the signatures of all Direc- 
tors at the conclusion of the Prospectus, as re- 
quired by Statute, do mot meet this requirement. 

For the purposes of this rule, the expression 
“Prospectus” shall include any document (in- 
cluding an Abridged Prospectus) however de- 
scribed and however issued or circulated which, 
inter alia, contains an invitation to subscribe for 
shares or debentures in any existing or projected 
company: provided that this shall not include a 
private letter forwarded only to a Member’s own 
clients. 


The Companies Act of one Australian 
State, Victoria, relative to prospectuses 
was tightened in 1955. The written consent 
of an expert is now required before his 
statements are included in a prospectus; if 
the prospectus indicates that application 
is to be made for listing of shares on the 
stock exchange, an allotment of shares will 
be void if permission for quotation on the 
exchange is not sought before the third 
day on which the exchange is open after 
the date of publication of the prospectus, 
or if permission has not been granted 
within six weeks of publication. The term 
“Stems of an abnormal character,” which 
is required to be used by directors in their 
report accompanying the balance sheet, 
has now been defined to include any writ- 
ing off of large amounts of bad debts, any 
substantial increase or decrease in the 
value of trading stock owing to a change in 
the basis of valuation, any item of an un- 
usual nature or value which appears in the 
accounts, and any absence from the ac- 
counts of an item usually included. The 
balance sheet must now contain a provi- 
sion for income tax relative to the year 
ending on the date to which the balance 
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sheet is made up, and the books of ac- 
count must give a true and fair view of the 
company’s affairs and explain its transac- 
tions. 

Auditing practice in Australia is com- 
plicated by the fact that each of the six 
states has a Companies Act. None of 
these six acts requires the auditor to 
certify the accounts. He is required to ex- 
press his opinion in a report as to the 
truth and correctness of the balance sheet, 
and in Victoria and Western Australia this 
opinion covers the profit and loss account 
as well. Only in the last ten years has there 
been a legal obligation for an auditor to be 
either qualified or suitably licensed by a 
government authority. Business firms car- 
ried on by sole traders or partnerships 
may decide to appoint any individual as 
an auditor, but if the person appointed is 
not a member of a recognized accounting 
body he rarely receives appointments to 
large audits. 

Auditors of limited companies must be 
licensed either under the appropriate 
State Companies Act or Public Account- 
ants Registration Act. In South Australia, 
Tasmania, Victoria and Western Austra- 
lia, boards have been appointed under the 
Companies Acts to issue licenses if the 
prescribed conditions are satisfied. In New 
South Wales and Queensland, however, 
similar functions are performed by Public 
Accountants’ Registration Boards. (For 
a detailed description of these measures, 
see Ronald A. Irish, Auditing Theory and 
Practice, Sydney, The Law Book Com- 
pany of Australasia (Pty. Ltd., 1957.) 

The Companies Acts of the six Aus- 
tralian states prohibit the appointment of 
an auditor under the following conditions: 

1. If he is a director or officer of the company. 

In Western Australia, Victoria and Tas- 
mania, an employee of a company is also 
ineligible to serve. 

2. Except in the case of a private or a proprie- 

tary company, the auditor must not be a 


partner, employee or employer of a director 
or officer of the company. In Tasmania, the 


restriction applies to all companies but jy 
such a manner that a partner of a director 
alone is excluded. 
. Alimited company cannot act as auditor, 
4. Where the proposed auditor is indebted tp 
the company for more than £A 250. hh 
South Australia and Tasmania the amount 
is £A 50. 


In 1956, the Victorian Companies Act 
was altered to widen the category of per. 
sons ineligible to serve as auditors to in- 
clude directors or employees of holding or 
subsidiary companies, and persons jn 
partnership with directors. 

An Australian company’s articles of 
association may require other specific 
qualifications for the auditor or impose ad- 
ditional restrictions. One life insurance 
company, for instance, requires its audi- 
tors to hold a life policy for a certain sum. 
In some companies the auditor must bea 
shareholder. In New South Wales, a muni- 
cipal auditor must hold the local govern- 
ment Auditor’s Certificate. In other cases, 
prior approval from the controlling author- 
ity is required as, for example, in the case 
of registered cooperative societies. 

Either a member of a firm of auditors 
may be appointed individually or an ac- 
counting partnership may be appointed to 
serve as company auditor. Sometimes 
joint auditors are appointed. In the case of 
a sole proprietor or a partnership, it is es- 
sential to have a letter defining the 
auditor’s duties and responsibilities, stat- 
ing the fee or the basis of the fee, and 
specifying the period of the appointment. 
A sharp distinction must be made between 
accounting and auditing work. 

Under the Companies Acts, an auditor’s 
appointment is dependent on a firm’s 
articles of association. These usually pro- 
vide that the first appointment of an audi- 
tor shall be made by the directors, and 
that this auditor shall retire at the first 
general shareholders’ meeting and be 
eligible for re-election. Thereafter, the 
auditor is appointed by the shareholders 
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at each annual general meeting. The audi- 
tor’s remuneration generally is fixed by 
the shareholders. The Institute of Char- 
tered Accountants in Australia has estab- 
lished a scale of fees as a guide to mem- 
bers; these may be varied by special ar- 
rangement. 

Although an auditor is subject to annual 
election, he is protected by the Companies 
Acts which require that where another 
auditor is nominated for election, notice of 
such nomination must be given to the 
company at least fourteen days before the 
annual general meeting, with notice in 
turn to be given to the retiring auditor and 
the shareholders at least seven days before 
the meeting. The code of ethics promul- 
gated by the Institute demands that when 
an auditor is being nominated in opposi- 
tion to a retiring auditor, he shall com- 
municate with the retiring auditor and as- 
certain the reasons why he is being op- 
posed and whether he has any objection to 
the nomination. 

The Australian auditor has full and free 
access to all books, accounts and vouchers, 
and other relevant information. In West- 
ern Australia he has an additional right of 
access at all times to every minute book of 
the company, directors or managers. In 
the other states this right would be pre- 
sumed, especially in New South Wales 
and Queensland where the auditor has a 
statutory obligation to report whether the 
minute books have been properly kept. In 
all states, the auditor may require any 
necessary information from company di- 
rectors and officers. Except in Tasmania, 
the auditor has the right to attend any 
general company meeting at which ac- 
counts examined or reported on by him 
are to be laid before the company. In Vic- 
toria, Queensland, South Australia and 
Western Australia, he may make any 
Statement he desires relative to the ac- 
counts, but in New South Wales he may 
not do so unless information is desired by a 
shareholder. 
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The right to retain possession of work- 


ing papers has never been determined in 


Australia. The auditor has no right of lien 
on a company’s records for unpaid fees. 
Australian company law always has em- 
phasized that a company’s main obligation 
is to its shareholders, and that an auditor’s 
responsibility is to them also. Relative to 
financial statements, the profession has 
accepted ever widening responsibility, not 
only to shareholders but also to bankers, 
creditors and debenture-holders. 

Auditors’ reports cover the accounts ex- 
amined and must be made on every bal- 
ance sheet (and in Victoria and Western 
Australia every profit and loss account) 
laid before the company in general meet- 
ing during the auditors’ tenure of office. 
The report shall state: 

1. Whether or not they have obtained all the 
information and explanations they have re- 
quired; and 

2. Whether, in their opinion, the balance sheet 
referred to in the report is properly drawn 
up so as to exhibit a true and correct view of 
the state of the company’s affairs (and in 
Victoria and Western Australia the profit 
and loss account or income and expenditure 
account is properly drawn up so as to exhibit 
a true and correct view of the results of the 
business of the company for the year) ac- 
cording to the best of their information and 
the explanations given to them, and as 
shown by the books of the company. 

3. In New South Wales, Western Australia 
and Queensland only, whether, in their opin- 
ion, the register of members and other rec- 
ords which the company is required to keep 
by law (in Queensland, by the Companies 
Act) or by its Articles have been properly 
kept. 

4. In Western Australia only, whether, in their 
opinion, the amount stated for depreciation 
and/or for bad and doubtful debts is, hav- 
ing regard to the nature of the business, is 
sufficient. 


Circularization of accounts receivable 
has long been regarded as a necessary 
auditing procedure in Australia. Although 
the positive method is sometimes used, the 
negative type is adopted in the majority of 
cases. In June, 1954, the Australian Insti- 
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tute issued a Statement on General Prin- 
ciples of Professional Auditing Practice, 
from which the following section is 
quoted: 


The main purpose of the audit required by the 
statutes is to enable the auditor to express an 
opinion whether the accounts exhibit a “‘true and 
correct view” and the auditor must so determine 
the scope and character of his examination as to 
enable him in his report to express that opinion. 
The detection of peculations by employees is in- 
cidental to that main purpose, but the auditor 
should satisfy himself that the internal control, 
together with his audit procedure, guard against 
major frauds. ... It should be emphasized that 
the legal responsibility for safeguarding a com- 
pany’s assets falls, primarily, on the directors, and 
that a company’s own system of internal control 
provides the most effective safeguard for the early 
detection of fraud. Obviously, a professional audit 
by its very nature cannot always provide the same 
prompt detection as internal control, but it can 
and should by appraising the effectiveness of in- 
ternal control, direct management’s attention 
to weaknesses which provide opportunities for 
fraud. 


Australian auditing practice has fol- 
lowed English rather than American pro- 
cedures, in the opinion of R. A. Irish, 
President of the Australian Institute, with 
the result that “our audits are essentially 
a constructive process of tracking trans- 
actions through from primary documents 
to the annual statements of account. The 
American approach is virtually the reverse 
—essentially an analytical process working 
backwards from the financial statements 
to the original data....In addition, 
American auditing seems to give more 
emphasis to direct testing of internal con- 
trol and accounting methods.” (See F. E. 
Trigg, “Appraising and Testing the Effec- 
tiveness of Internal Control,” The In- 
stitute of Chartered Accountants in Aus- 
tralia, 1954.) 

On the question of stock valuation, the 
Victorian Research Society of the Institute 
in 1951 issued a thirteen-point program of 
auditing principles, later published with 
the approval of the Research Coordination 
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Committee of the Institute. A pertinent 
section follows: “It is not a part of an audi. 
tor’s duty personally to weigh, count, 
measure or otherwise physically take the 
stock, or to check a sample of the stock in 
this way.”’ However, the auditor’s duties 
as to stock-in-trade are not completely de. 
fined in Australia. 

Recommendations on Accounting Prin. 
ciples, issued by The Institute of Char. 
tered Accountants in England and Walesin 
1942, became the basis of similar recom. 
mendations by the Australian Institute in 
1946. The latter cover the form of balance 
sheets and profit and loss accounts, the 
treatment of taxation in accounts, the in- 
clusion in accounts of proposed profit ap- 
propriation, the statement of reserves and 
provisions in financial statements, and the 
disclosure of the financial position and 
operating results of subsidiary companies 
in the accounts of holding companies. 

In Victoria, the presentation of com 
solidated accounts is required by law. The 
New South Wales Companies Act contains 
no such requirement, but the Sydney 
Stock Exchange insists on an undertaking 
from holding companies seeking official 
listing to publish consolidated accounts. 
There is nothing in the N.S.W. Act to 
compel a holding company to treat asa 
capital receipt any dividends which are 
paid to it by a subsidiary company out of 
the profits it has earned prior to acquisition 
of its shares by the holding company. How- 
ever, many professional accountants be- 
lieve that such dividends are capital re- 
ceipts and should not be treated as revenue 
of the group. 

In 1956, the Victorian Companies Act 
was changed so that items required to be 
stated separately in the profit and loss 
account were enlarged to include “provi- 
sion made for payment of income tax it 
respect of the year ending on the date to 
which the account is made up.” 

An annual award for company accounts 
has been made by the Australian Institute 
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of Management since 1949. At the present 
time, a number of Australian companies 
issue half-yearly reports. There appears to 
be general acceptance of the opinion that 
directors have a duty to communicate 
with their shareholders more than once a 


ear. 

"The Australian Institute of Chartered 
Accountants has devoted much study to 
examination requirements. Membership is 
open to those who pass preliminary, inter- 
mediate and final examinations, and who 
satisfy other qualifying conditions, the 
most important of which is practical train- 
ing in the profession for a specified number 
of years. Only clerks in the service of 
Chartered Accountants are eligible to sit 
for the examinations and membership is re- 
stricted to residents of the Commonwealth. 
Exemptions from some of the examina- 
tions are granted to university graduates 
and to those who have passed the full 
examinations of certain approved ac- 
countancy examining bodies. Malayan stu- 
dents come to Australia to study under the 
Colombo Plan and, when qualified as 
Chartered Accountants, return to their 
own country to enter public practice. 

Members are pledged to a strict code of 
professional behavior, not only among 
themselves, but also in regard to dealings 
with the public and the business com- 
munity. They are not permitted to ad- 
vertise or to circularize for business. 

The Australian Institute uses the Amer- 
ican Institute film, ‘“‘Accounting—the Lan- 
guage of Business,” and has prepared a 
brochure, Should I Become a Chartered Ac- 
countant? Chairs in accounting have been 
established at the University of Melbourne 
and the New South Wales University of 
Technology. An honors course in account- 
ing exists within the Faculty of Economics 
at the University of Sydney. 

The Australian Society of Accountants 
was registered in Canberra, the national 
capital, on October 13, 1952, under the 
Companies Ordinance of the Australian 


51 


Capital Territory. Into this body were 
merged the Commonwealth Institute 
(founded in 1886) and the Federal Institute 
(founded in 1894). Later, the Association 
of Accountants and the Australasian In- 
stitute of Cost Accountants became affili- 
ated with the Society. Membership of the 
Society totals about 22,000, members be- 
ing designated as Fellows, Associates and 
Provisional Associates. Ninety-two per 
cent of the members are not in practice. 
The head office is in Melbourne where 
C. W. Andersen serves as General Regis- 
trar. The Australian Accountant, the So- 
ciety’s publication, has been issued since 
1936. A research program is pursued by 
members, with a central research commit- 
tee and divisional committees publish- 
ing items from 1956 forward. A Research 
Director has been appointed recently, and 
several nation-wide conferences have been 
sponsored by the Society. 

The Society conducts its own examina- 
tions and grants exemptions from parts of 
them for university courses completed. The 
examination syllabus was modified in 
1954, reducing the emphasis on law and 
widening the scope of accounting subjects. 
Divisional offices are maintained in the six 
states with the local divisions selecting in- 
dividuals who serve as national councillors. 
Members of the Society must sign a dec- 
laration that they will be bound by the 
Memorandum and Articles of Association 
and Bylaws of the General Council. The 
bylaws include rules of conduct appro- 
priate to the “profession of accountancy” 
and state that ‘‘no member shall advertise 
by any means or in any manner as an Ac- 
countant or as carrying on any branch of 
the business of accountancy.” 

A number of Australian accountants be- 
long to both the Institute and the Society. 
The two organizations sent representatives 
to the 1957 International Congress. In 
addition, some practitioners affiliate with 
other; professional bodies, such as the 
Chartered Institute of Secretaries. 
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COSTS AND INVENTORY VALUES IN 
THE GLUE INDUSTRY 


Moritz E. Pare 
General Auditor, Consolidated Chemical Industries 


HE manufacture of glue is so old an 

industry that its origin goes back in- 

to antiquity. It can be traced back 
3,300 years to the sculptures of Thebes in 
Egypt, which depict a workman applying a 
piece of rare wood of a reddish color to a 
yellow plank of sycamore with the use of 
glue. Near him with his tools is a pot on a 
fire for melting glue and a piece of dry glue 
yet to be melted. 

The Metropolitan Museum of Art con- 
tains a veneered mummy case, which is 
firmly held together by glue. During the 
Italian Renaissance period glue was used 
to affix decorative adornments, such as 
mother-of-pearl, to furniture and jewelry. 
During the reign of Louis XIV of France 
thin brass was attached to tortoise-shell, 
ivory or enameled metal and glued as orna- 
ments to furniture, the classic example of 
which is the plywood table in the Palace of 
Versailles upon which the Treaty of Ver- 
sailles was signed at the end of World War 
I, 

The uses of glue extend into such in- 
dustries as the making of plywoods, 
matches, bookbinding, waxed paper, 
gummed tape, printing rolls, sizing for car- 
pets, sandpaper, abrasives, caskets, and 
many others. The National Association of 
Glue Manufacturers lists over fifty uses of 
animal glue in its ‘Animal Glue in In- 
dustry,” edition of 1951. 

The manufacture of animal glue is 
closely allied to the manufacture of gela- 
tine (both edible and inedible) in that the 
raw materials are the same with the prin- 
cipal difference being the method of puri- 
fication. Other types of glue in extensive 
use include fish glue; casein, a product of 
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the curde of skimmed milk; blood albumin 
glue; vegetable glue; and more recently 
synthetic glue. However, the versatility of 
animal adhesives because of a plentiful 
supply of raw materials, and the many by. 
products derived therefrom, still place it in 
the position of greatest commercial useful. 
ness. 


Consolidated Chemical Industries 


The plant here used as a case illustration 
is a glue plant of Consolidated Chemical 
Industries, located at Bayshore, California, 
It is one of 14 plants located in Texas, 
Louisiana, Massachusetts, and Buenos 
Aires, Argentina. Other products include 
such heavy chemicals (other than animal 
glue) as sulphuric acid, muriatic acid, 
aluminum sulphate, sodium sulphate, ani- 
mal charcoal, bonemeal, fertilizers, grease 
and tallow, technical and edible gelatins, 
ammonium sulphate. Many of these are 
by-products of animal glue manufac 
ture. 

Consolidated Chemical Industries has 
been in business under various names since 
1878. Recently it was merged with Stauffer 
Chemical Company, also dating back to 
1885, and now operates as a division of 
Stauffer. The combined companies now op- 
erate over 50 plants, with several new ones 
in the building stage at this time. 

The Bayshore plant is the largest animal 
glue plant west of the Mississippi, produc- 
ing over 10,000,000 pounds of bone and 
hide glue per year, or nearly ten per cent of 
the entire production of the United States. 
The discussion is limited only to glue pro- 
duction and disregards other processes 
carried on in the same plant. 
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Methods of Manufacture 

Raw materials of glue manufacture con- 
sist of the bones, skins, fleshings and carti- 
lages of live stock and come chiefly as by- 
products from tanneries and meat-packing 
plants. These materials (except the bones) 
are treated, washed, and then cooked in 
open tanks to extract the hide glue. Grease 
(a by-product) rises to the surface during 
extraction. The residue is further processed 
in rendering cookers to produce fertilizer 
tankage (another by-product), normally 
containing six to ten per cent ammonia. 

Bones, on the other hand, are first sub- 
jected to a degreasing process in a rotary 
extractor using a naphtha solvent to ex- 
tract the grease. Then follows in succes- 
sion, bleaching with sulphurous acid, wash- 
ing and cooking in pressure tanks to ex- 
tract the bone glue. The residue of the 
cooked bones is a soft chalky substance, 
called steamed bonemeal. It is the most 
important of all the by-products and is 
used as a valuable livestock and poultry 
feed additive because it contains a mini- 
mum of 72% bone phosphate of lime and 
5% crude protein. 

The glue liquors, both from hide process- 
ing and bone processing, are filtered and 
evaporated to a twelve per cent concen- 
tration and finally sacked as a finished pro- 
duct in a dry condition. 

As each batch of glue liquor is drawn 
from the pressure tanks and pumped to 
the evaporation department it is assigned a 
lot number by the foreman of the evapora- 
tion department and a small sample is 
drawn and sent to the laboratory for test- 
ing. A complete record is made of each lot 
in a laboratory journal, indicating the 
viscosity or body; the foam test, which 
shows whether or not the glue will be 
foamy when used by the consumer, which 
is practically always undesirable; the color; 
and the gel gram test, which indicates the 
strength of the glue, in terms of the num- 
ber of grams of shot required to produce a 
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4-mm. depression in a gel sample. Better 
grades of hide glue test as high as 500 
grams. 

Finished glue is carried on all records ac- 
cording to gram test. In other words cer- 
tain bracketed gram test grades are set up 
and the total quantities of these grades 
recorded. The aggregate cost of the finished 
glue is distributed to these grades by a 
percentage basis similar to the method 
used by the petroleum industry and some- 
times by the lumber industry. 


Inventory Verification 

The chemical industry, especially in 
heavy chemicals, considerable inventory 
verification is done by estimation. How- 
ever, careful count of sacks of glue and 
checking of weights is necessary at the 
time of inventory verification as this mate- 
rial represents values ranging from 15¢ to 
50¢ per pound. On the other hand, raw 
materials represent bones, hides, fleshings, 
etc., and being piled outside in the yards, 
an estimated verification of the tonnage 
on hand is made and then compared with 
the book inventory. Nevertheless, it is 
important to point out that raw materials 
entering the plant, as well as finished goods 
leaving, are weighed over truck scales and 
accurate weights recorded. In the case of 
carlot shipments or receipts of material, 
these are supported by railroad weight 
certificates. 


Cost Factors 


The cost factors used by Consolidated 
Chemical Industries at its Bayshore plant 
are basically: raw materials, chemical 
supplies and containers, labor, fuel, water, 
repairs and maintenance, depreciation, 
fixed overhead, and variable overhead. An 
average cost is determined by a continuous 
process costing method. 

Raw materials are classed according to 
type of material received such as packer 
bones, South American bones, hidestock, 
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EXHIBIT 1 
CONSOLIDATED CHEMICAL INDUSTRIES 


Division of Stauffer Chemical Company 
ayshore, California 


st 


e 


Flow Chart 
Main Products 
Finished Goods. 


Quantity 
Lbs. 


Opening Inventory 
Purchases (See Ex. 2) 


Px Px 


t Chem & Sppls Lbr F/O V/O 
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By-Prods (See Ex. 4) 
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Invty. /Debit 


fg. tr: 
Q Px Debit 


(See Ex. 3) 


> $ Debit 
$ Credit 


current production q - - 


Closing Inventory 


etc. Considerable shrinkage develops in 
certain types of bones or hidestock from 
evaporation occurring during shipment 
in a wet condition, especially from dis- 
tances such as South America. 

The cost of raw materials is represented 
by an average delivered cost, combined 
with and including the quantities already 
on hand, as illustrated on Exhibit 2. 

Major chemicals, supplies, and con- 
tainers are averaged by the same method as 
raw materials, as shown at the bottom of 


qa. px Net Debit 


ain Products 
Finished Goods 


cost of 
sales (See Ex, 7) 


$ 


Exhibit 2. However, certain minor chem- 
icals are only recorded in the cost records 
by including their purchase cost in a Mis- 
cellancous Chemicals account, the total of 
which is distributed on the basis of per- 
centage of pounds produced of finished 
goods. The use of many minor chemicals 
and the variations involved precludes the 
advisability of breaking down the costs of 
these chemicals by departments. Never- 
theless, a quantity inventory is kept by 
the plant inventory clerk, and occasionally 
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EXHIBIT 2 


CONSOLIDATED CHEMICAL INDUSTRIES 
Division of Stauffer Chemical Company 
ayshore, California 
Analysis of Raw Materials, Chemicals, and Containers 
July 195- 


(Illustrative Only) 


Quantity 


Average Unit Cost—Weighted 


Beg. Inv. 
Type A Bones (Ibs.).............. 500 ,000 
Type B Bones (Ibs.)....... 


Type C Bones (Ibs.).............. 


Trimmings (Ibs.)................. 


Sulphur c Acid (Ibs.).............. 
Naphtha 
Peroxide 


100,000 
10,000 


100 ,000 


Bags & Containers (each) 


an inventory count is made by the internal 
audit staff. 

Labor costs apply directly to and are 
recorded by departments. Labor for those 
departments which involve both bone and 
hide glue (such as the evaporation depart- 
ment) are distributed on a percentage of 
production basis for each weekly payroll 
period. 

Labor costs of steam plant operators are 
on a monthly salary basis and are dis- 
tributed to bone glue and hide glue on the 
percentage basis of total pounds produced 
for the month. In figuring these percent- 
ages there is exclusion of main product 
bone coal because it requires no steam in 
processing. Labor costs of repair and main- 
tenance employees are recorded and 
charged either to a construction in progress 
account or to a repairs and maintenance 
account for further distribution to finished 
goods produced. 

Large amounts of fuel and water are used 
in this type of manufacture. Repairs and 
maintenance are somewhat higher than in 
other industries because of the corrosive 
chemical action on much of the equip- 
ment. Depreciation, of course, would like- 
wise be accelerated due to these actions. 


Purchases 
750,000 
15,000 1,000,000 


300,000 
200,000 
200 ,000 


25 ,000 


Beg. Inv. Purchases Total 


$.010 $.012 $.0112 
-015 -013 -0130 


.020 


-010 


-020 


-0081 


-0100 


8,000 


3,000 


050 050 -0500 1,750 


Methods of Cost Assembly and Distribution 


Assembly of the costs each month are 
handled in a manner similar to the petro- 
leum or lumber industries. (See ‘Cost Ac- 
counting in the Oil Refining Industry by 
Urbain Robert and Joseph J. Mulhern 
—N.A.C.A. Bulletin, Vol. III, No. 18, 
June 15, 1922). 

In referring to Exhibits 1 and 3 it may 
be observed that the opening inventories of 
main products are transferred to a ““Manu- 
facturing Control account,” both in quan- 
tity and dollar amount. To this account are 
added the current costs of manufacturing, 
ie., raw materials used, chemicals and 
supplies used, labor, fixed and variable 
overhead (which of course include fuel, 
water, repairs, and depreciation as hereto- 
fore mentioned). To this control account is 
credited the cost of manufacturing by- 
products. This cost is arbitrarily set at 75% 
(illustrative only) of the selling price of by- 
products as shown on Exhibit 4. 

The by-product method of credit should 
be elaborated further. Fundamentally, by- 
product production is credited to the cost 
of manufacturing main products at 100% 
of the selling price of the by-products, less 
its proportion of administrative, general, 
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EXHIB 


CONSOLIDATED CHEMICAL INDUSTRIES 
Division of Stauffer Chemical Company 
ayshore, California 
Manufacturing Control Account 
July 195- 
(Illustrative Only) 


Bone Glue 
Beginning Inventory 
Type AB 
Type B Bones 
Sulphuric Acid 
Bags & Containers 


Manufacturing Expense 

(Credit for By-Products Produced—see Exhibit 4) 
(Net Recovery on Sales of By-Products) 

Total Production 


Total (see Exhibit 6) 
Quantity Sold (Cost of Goods Sold—see Exhibit 7) 


Ending Inventory 


Hide Glue (not detailed) 
Beginning Inventory 
Total Production 


and selling expense. However, the method 
must be explained because it varies from 
the conventional method. First of all, the 
current production of by-products is 
valued at 75% of the current selling price 
for inventory purposes and credited to the 
cost of manufacturing main products. If 
the current production is completely sold 
during the month of production, then the 


$.1309 


$.1407 


$.2000 


2200 
2300 


$.2050 


$. 


remaining 25% of its selling price is also 
credited to the manufacture of main prod- 
ucts during the current month, less its pro- 
portion of administrative, general, and 
selling expense (Exhibit 5). If the current 
month’s production is not sold until a sub- 
sequent month, then insofar as current 
month’s production cost is concerned, the 
remaining credit of 25% is delayed. (See 


EXHIBIT 4 
CONSOLIDATED CHEMICAL INDUSTRIES 
Division of Stauffer Chemical Company 
Bayshore, California 
Credit for By-Products Produced 
July 195- 

(Illustrative Only) 


Avg. Unit 
Sales Price 


Production 


Sales Value Unit Cost 


Bone Glue By-Products 
Bonemeal 


$.03 


$39 ,000 $.0225 
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EXHIBIT 5 
Distribution of Selling and Administrative Expense 
195- 


(Illustrative Only) 


Gross Sales 


Selling and Administrative 
% Expense 


$135,500 
84,000 


45 ,000 
$264 , 500 


“By-Product Costing in Glue Manufac- 
ture’ by Moritz E. Pape—N.A.C.A. 
Bulletin, Vol. XXXVI, No. 10, June, 
1955). 

Further, a schedule of current selling 
prices of the various bracketed gram tests 
of glue is prepared (Exhibit 6). The quan- 
tities in each bracket are extended at these 
values in order to arrive at a ratio between 
them. This ratio is applied to the dollar 
value now shown in the Manufacturing 
Control account, thereby establishing an 
average unit value per pound in each 
bracket. The total quantity and value are 
then transferred out of the Manufacturing 
Control account and established in the 
various main products as shown at the 
bottom of Exhibit 1. The cost of goods sold 


51 $25,500 
32% 16,000 


17% 8,500 
100% $50,000 


(Exhibit 7) is credited to the various grades 
both as to quantity and value, the re- 
mainder being the quantity and value of 
glue on hand for closing inventory pur- 
poses. 

Work in process has not been mentioned 
up to this point, because it is not kept 
separately by Consolidated Chemical In- 
dustries at its Bayshore plant. The quan- 
tities of bones or hidestock placed in process 
are fairly constant and labor and other 
costs are negligible up to the point of actual 
cooking. As the glue liquors pass into the 
evaporation department the lot number is 
assigned to each cooked batch from the 
pressure tanks or hide glue vats as men- 
tioned before and estimated weights are 
determined immediately. Actual weights 


EXHIBIT 6 
CONSOLIDATED CHEMICAL INDUSTRIES 


Division of Stauffer Chemical Company 
ayshore, California 


Allocation of Glue Production Costs 
July 195- 


(Illustrative Only) 


Beginning ion 


Grade Inventory 


Adjustments 


Total 


Bone Glue 
0-100 grams.... 
101-150 grams. ... 
151-250 grams. ... 
251-300 grams. ... 
351-Up grams... . 


100,000 Ibs. 150,000 Ibs. 
. 125,000 Ibs. 

. 100,000 lbs. 

75 ,000 Ibs. 

50,000 Ibs. 


18.76% $ 24,547 $.0982 
17.00 256 


30.00 39,275 
18.75 24,547 
15.50 20,293 


Totals . 500,000 Ibs. 


100.00% $130,918 $.1309 
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250,000 Ibs. $.15 $ 37,500 
200,000 Ibs. .17 34,000 
300,000 Ibs. .20 60,000 
150,000 Ibs. .25 37,500 . 1636 
100,000 Ibs. .31 31,000 .2029 
1,000,000 Ibs. — $200,000 
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EXHIBIT 7 
Cost of Goods Sold—Main Products 
July 195- 


(Illustrative Only) 


Quantity Sold 
Bone Glue 


101-150 grams 
151-250 grams 


225 ,000 Ibs. 
125,000 ibs. 
200/000 Ibs. 
100,000 Ibs. 

50,000 Ibs. 


700 ,000 Ibs. 
300 ,000 Ibs. 


for finished goods purposes are known a 
day or two later. Since the cycle of produc- 
tion from raw materials to finished saleable 
products is short, no separate control is 
kept on in-process inventory. 

One of the most useful means of check- 
ing raw materials and finished goods, 
other than numerous periodic inventory 
verifications during the year, is a yield 
schedule. This becomes a part of the 
monthly financial statement. It shows the 
types and quantities of raw materials used 
in one group, and the types and quantities 
of finished goods produced therefrom in an- 
other group. Opposite each of the finished 
goods classifications is shown the per cent 
of the total raw materials used. There is 
always a loss in processing which, of 
course, means that the total weight of 
finished goods does not equal the total 


weight of raw materials used. This is a 
natural condition, however, because of 
considerable moisture in bones and hide- 
stock. 


Chemistry and Its Future 


In the chemical industry many conflict- 
ing theories and interpretations may devel- 
op, taxing the ingenuity and ability of 
management as well as accountants. How- 
ever, these problems are discussed con- 
stantly, with the ultimate view of improv- 
ing methods and procedures in line with 
the ever-changing, advancing develop- 
ments in the chemical field. Research is 
discovering new products and processes 
every day, so that the chemical industry 
has become fabulous. Animal glue has its 
part in this development, traced through 
history from ancient to modern times. 
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IMPROVEMENTS IN EXTERNAL REPORTING 
BY USE OF DIRECT COSTING* 


ROBERT E. SEILER 
Associate Professor, University of Texas 


product of the accountant’s efforts, 

and the effectiveness of the account- 
ing profession may be measured by the 
adequacy with which these statements re- 
flect a company’s financial position and the 
results of a given period’s operations. The 
need for adequate and informative finan- 
cial statements has become accentuated by 
the rapidly changing value of the dollar, 
fluctuations in the economic pulse of the 
economy, rising tax rates, and widespread 
corporate ownership. We are at present in 
an era when certain generally accepted ac- 
counting principles or basic assumptions 
which the accounting profession makes 
have been subjected to considerable criti- 
cism. A review of accounting literature re- 
veals frequent discussions concerning 
methods by which external financial re- 
porting may be improved. The purpose of 
this paper is to investigate one such 
method—the application of direct costing 
procedures to external reporting. 

Direct costing, as generally defined, is a 
concept under which only costs incurred as 
a direct consequence of production are 
assigned to the product, with all costs 
associated with providing productive ca- 
pacity considered expenses of the period in 
which incurred. Stated in another way, the 
direct costing concept assigns only variable 
production costs to products and treats all 
fixed costs as period costs. This concept has 
long been utilized for internal managerial 
purposes, but in recent years it has been 
advocated by some accountants as a basic 
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was presented at the Southwestern 
POP of f the American Accounting Association in 
Dallas on April 5, 1958. 


costing principle appropriate for external 
financial reports as well. 

The direct costing concept should not be 
confused with techniques such as marginal 
costing and differential costing. Marginal 
and differential costing, as commonly de- 
fined, are techniques primarily concerned 
with cost differences, such as the cost to 
manufacture a product at one level of ac- 
tivity as compared with the cost to manu- 
facture the product at some other level of 
activity. Direct costing is a means of re- 
porting on the overall effectiveness of a 


company’s operations. The center of the 
direct t costing c controversy is acceptance of 


fixed costs as being more closely related to 
the passage of time than to the direct pro- 


duction of goods. 


Generally Accepted Principles of Accounting 


Before direct costing becomes acceptable 
as a basis for external reporting, the pro- 
fession must admit the technique into that 
select circle of “generally accepted prin- 
ciples of accounting.” If all accountants 
were in agreement as to what constituted a 
generally accepted principle, or if definite 
criteria existed for measuring the accepta- 
bility of a new concept or new technique, 
no doubt a solution could quickly be 
reached as to whether or not direct costing 
is a proper basis for preparing external 
financial statements. However, since ac- 
counting principles are in essence only—a 
loosely knit body of general guides, new 
techniques and concepts almost always 


become controversial issues. 


The only real test for m ing a new. 
concept or technique is whether it meets 


the basic purpose for which accounting 
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_was devised—that of adequately r measur- | 
\\derived from experience. These conventions rep. 


ing a company’s. financial position and the 
results of its operations. The accounting 
profession recognizes that determination of “ 
financial position and profit or loss cannot 
be accomplished by applying an inflexible 
set of rules and procedures. The basic 
framework of accounting must remain 
flexible, yet objective and definite. Thus 
a network of “generally accepted prin- 
ciples” must be maintained so that finan- 
cial statements will be useful and under- 
standable. 

The usefulness of the resulting financial 
statement is the basic criteria for determin- 
ing the adequacy of an accounting prin- 
ciple or concept. In a complex and dynamic 
economy such as ours the accounting pro- 
fession must constantly be aware of 
changes in the use and application of 
financial statements, and must make ap- 
propriate changes in accounting principles 
when the need arises. Obsolete principles 
must be discarded when no longer appli- 
cable, and new, more useful principles sub- 
stituted in their place. Obviously such sub- 
stitutions and alterations must come 
through a process of evolution, for abrupt 
replacement of established patterns could 
easily lead to chaos instead of improve- 
ment. General acceptance of a new tech- 
nique should come only after its usefulness 
has been proved. 

The 1957 revision of Accounting and 
Reporting Standards for Cor porate Financial 
Statements, prepared, after careful study, 
by a special committee of the American 
Accounting Association, has expressed 
the importance of usefulness as the criteria 
for adequate financial statements. The 
committee writes: 


“The primary function of accounting is to 
accumulate and communicate information essen- 
’ tial to an understanding of the activities of an 

enterprise, whether large or small. . . . To accom- 
plish this function most effectively, accounting 
must develop within a definite framework of con- 
cepts and standards. ... 


Financial statements are based on conventions 


Gresent the accountant’s best efforts to meet ree. 
/ ognized needs in the most useful manner.” 


If financial statements prepared by use 

of the direct costing technique canbe 
found more useful or more appropriate in 
meeting the needs of those who use finan. 
cial statements, the profession should give 
serious “consideration to the matter of 
accepting direct costing into the body_of 
generally accepted accounting principles 
If, on the other hand, direct costing tech- 
niques would detract from the usefulness, 
or affect the clarity or the comparability 
of financial statements, the profession 
should reject the concept as a basis for 
external reporting. 


Historical Development of Direct Costing 


In order to appreciate fully the contro- 
versial nature of the direct costing ques- 
tion, the historical background of conven- 
tional absorption costing methods should 
be examined. Very early in the develop 
ment of costing techniques accountants de- 
vised the simple procedure of allocating all 
manufacturing costs to the units produced. 
This original allocation was devised pr- 
marily to facilitate long-range pricing of 
products. At that time the analysis of 
fixed and variable costs and the techniques 
of analyzing sales-volume-profit relation- 
ships were less refined; furthermore, finan- 
cial statements were prepared primarily for 
internal purposes, since owners were usU- 
ally active in the management of the 
company. Costing then was a simple tech- 
nique of prorating the total of all manv- 
facturing costs to the units produced. 

This technique, which is now called full 


_absorption costing, resulted in unit costs 
that varied inversely with production— 


_when production was high, unit costs wert 


low; when production was low, unit costs. 
were high. This, the profession concluded, 


was illogical. As a consequence, the use of 
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”’ burden rates was included in the 


of accepted accounting principles 
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all costs necessary to provide and main- 


tain_a specific capacity to produce. In line 


= Thus only the manufacturing costs osts_ that with this reasoning, depreciation of build- 
mete charged to inventory, 


manufacturing expense was 
direct direct result of production volume and be- 
came 

More recently, the use of flexible budgets 
has become general practice, and varia-\ 
may be analyzed into into | 


the volume variance are not easily under- 
stood, since it is predicated upon selection 
of some capacity as “normal.” A company, 


may use actual, practical, theoretical, or’ 


full capacity as the basis for establishing 
“normal” volume. 

Since the distant beginning of absorption 
costing, the accounting profession has had 
to devise an arsenal of tools and techniques 
in order to remain abreast of the changing 
needs of those who use financial state- 
ments. The advocates of direct costing 
have contended that the accounting pro- 
fession has failed to use fully one of the 
best devices at its command. They feel 
that the profession should recognize the 
importance of the analysis of fixed and 
variable costs and should carry it to its 
logical conclusion—that financial state- 
ments should be prepared on the assump- 
tion that fixed costs expire in the period 
incurred, regardless of the volume of pro- 
duction. 


Which Costs Are Fixed and Which Are 
Variable? 


One of the problems for consideration in 
analyzing the direct costing controversy is 
that of establishing criteria for determin- 
ing what shall be considered a fixed cost 


.and what shall be considered a variable 


Cost. Generally, under the direct cost con- 


‘cept, fixed costs are considered to include 


istic of fixed costs is that 


ings, machinery, a) and d equipment, and the 


cost of maintaining an organization of at 


least. the key executives and technical or 


_ supervisory personnel would be included 


_as fixed costs. The significant | character- 
unt is 
related to the volume of business to which 
the company has committed itself. When 
the company invests in plant and plant 


| capacity and the necessary key officials to 


administer this plant have been employed, 
the company has committed itself to a 
certain range of volume production. Thus 
the fixed costs are those which would 
neither increase nor decrease if the com- 
pany operates within this range. 

On the other hand, variable costs would 
include only those which the company will 
currently elect to incur in order-to effect 
the sch . Variable costs 
would consist of labor, materials, and cer- 
tain production expenses which the com- 
pany would not have incurred had produc- 
tion not been undertaken. 

A schedule of the fixed costs of a par- 
ticular company, under the direct costing 
technique, would represent the prevailing 
long-range plans of the business. The vari- 
able costs would represent those costs 

‘the company has incurred in at- 
eit g to meet specific phases of those 
long-ran The company could earn 
a profit only if the revenue which it realizes 
is sufficient to cover both the variable costs 
which attach to the products sold and the 
total of all the fixed costs which are in- 
curred during the period. 


Comparison of Direct Costing and Absorp- 
tion Costing 

Treating all fixed costs as period costs 
will, in certain circumstances, result in 
financial statements that differ materially 
from statements prepared by conventional 
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absorption costing methods. Consider the 
following illustration, which, although 
oversimplified, compares direct costing 
with absorption costing. This illustration 
presents income statements prepared from 
the same data, one using conventional 
absorption costing techniques and the 
other, direct costing techniques. It is 
based upon fixed production costs of 
$400,000 per year and variable costs of $240 
per unit produced. Production was 2,000 
units the first year and 1,000 units the 
second year. Selling costs have been 
ignored, since they do not concern the 
problem at hand, and a FIFO inventory 
system is used. 

The use of absorption costing results in a 
reported profit of $60,000 the first year, 
when, in effect, the company had not been 
able to create or realize sufficient effective 
demand for its products to cover the fixed 
costs that it had been committed to cover. 
The second year, when the weakness in its 
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selling efforts had been overcome and sales 
volume had increased, the company rm 
ported a $52,000 loss. 

Profits reported in this manner could be 
misleading not only to management but 


_also to investors, labor unions, and public 


in general. It is entirely possible that part 
of the decrease in corporate profits re 
ported in the past year, resulting from 
what the economists call a period of “in. 
ventory adjustment,” could be the result 
of the use of absorption costing tech 
niques. 

Statements prepared from the same 
data, but using the direct costing tech. 
nique, clearly reveal the company’s in- 
ability during the first year to realize 
sufficient sales to cover fixed costs, and this 
inability is not hidden by carrying the 
costs forward, where they may or may not 
be recovered if the present sales effort re- 
mains weak. During the second year, when 
sales have improved and the fixed costs 


INCOME STATEMENT! 
Using Conventional Absorption Costing 


Sales (1,000 @$500) 
Cost of Goods Sold 
(Fixed $200) 
(Variable $240) 


PROFIT 
Ending inventory 


Sales (1,800 @$500) 
Cost of Goods Sold 
(1,000 from 197) 
( 800 from 19X8, fixed $400, and 
variable $240) 


INCOME STATEMENT 
Using Direct Costing 


Sales (1,000 @$500) 
Variable Costs (1,000@$240) 


Margin to Cover Fixed Costs 
Fixed Costs 


Sales (1,800 ) 
Variable Costs (1,800 @$240) 


Margin to Cover Fixed Costs 
Fixed Costs 


1 Note that the fixed costs capitalized in inventory cause the difference in fina] profit. 
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have been covered, the resulting profit is 
dearly revealed by use of direct costing. 
Statements prepared on a direct cost; 
method, if followed uniformly by the pro- 
fession, could to some extent combat the 
objection levied against the accounting, 
profession within recent years that ac- 
counting principles contribute to inflation 
and recession, because of the “lag” in 
matching costs and revenue. - 


External Uses of Financial Statements 


Since the only criteria for acceptance or 
rejection of the direct costing technique as 
a basis for external reporting is whether or 
not it results in more informative or more 
useful financial statements, the basic ex- 
ternal uses of financial statements should 
be investigated. Today it is becoming in- 
creasingly apparent that groups other than 
stockholders have developed a vital inter- 
ést in corporate reports. Employees, credi- 
tors, governmental agencies, competitors, 
and the general public analyze and sé 
these reports. Almost every day reference 
ismade in newspapers and radio and televi- 
sion broadcasts to the condition of our 
economy as reflected by the reported pro- 
duction and earnings of corporations. Fre- 
quent reference is also made to wage 
negotiations and labor contracts, based on 
reported earnings. The techniques used by 
accountants in preparing financial state- 
ments affect not only stockholders, but 
every citizen of our country. 

External financial-reports-serve_several 
basic purposes. The balance sheet serves 
as a means of determining return on capital 
investment and safety of credit extenssion. 
The income statement serves as a basis for 
(1) stockholder analysis of a corporation’s 
profits, or how the company has fared dur- 
ing this particular period of its total exist- 
ence; (2) stockholder analysis of manage- 
ment’s effectiveness and ability in further- 
ing the long-range plans of the company; 
and (3) employee, governmental, econo nom- 


ic, and general public analysis of the 
company, the industry, and the nation’s. 
economy. 


Direct Costing and the Balance Sheet 


With the exception of retained income, 
the inventory of a manufacturing concern 
is the only balance sheet item affected by 
the choice of a costing method. Opponents 
of direct costing contend that this tech- 
nique results in an inventory valuation 
that does not reflect the full cost to pro- 
duce. 

The only true measure of the correctness 
of a balance sheet inventory figure is 
whether or not that amount represents 
working capital of the company tied up in 
unsold products. Actually, variable costs \ 
are the only production costs which re- 
quire current managerial decision in re- 
gard to working capital, since fixed costs 
are beyond the control of management i 
the short run, and thus only variable cost 
reflect actual working capital of the 
which has been tied up in inventory. T 
acceptance of an inventory valuation that 
includes only the costs which the company 
has presently decided will be expended in 
production will come as a natural conclu- | 
sion to the concept of fixed costs as being 
more closely associated with the expiration 
of time than to the production of goods. 

Management has little or no control over 
fixed costs, at least in the immediate pe- 
riod, for these costs, once the funds have 
been sunk into fixed assets and plant ca- 
pacity, will be incurred whether production 
is undertaken or not. There is only small 
justification for attaching a portion of fixed 
costs to unsold products, holding it there 
until the goods are sold, and then trans- 
ferring it to the retained income account 
as a part of the cost of goods sold. Fixed 
costs will, under the direct costing tech- 
nique, enter directly into the determina- 
tion of net profit instead of being detoured 
through working capital via the inventory. 
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Arbitrary allocations and apportionment 
of fixed costs to inventory, as presently 
done in conventional absorption costing, 
may have a tendency to hamper rather 
than aid in a working capital analysis. If 
the inventory figure on the balance sheet 
reflected only those production outlays 
which have currently tied up working 
capital and made it unavailable for other 
uses, there is a strong possibility that the 
inventory figure could assume greater 
meaning in external analysis. 

Accountants generally agree that the 
balance sheet expression of inventory is 
subordinate to a correct expression of costs 
to be matched against revenue. Under to- 
day’s generally accepted accounting prin- 
ciples, the inventory figures appearing on 
the balance sheet of a manufacturing 
company have only small value in a general 
analysis of the company’s financial posi- 
tion. This is especially true when such 
techniques as last-in-first-out, lower of cost 
or market, and “‘normal’’ capacity applica- 
tion methods are used. In evaluating the 
merits or demerits of direct costing, its 
effect upon inventory valuation may be 
classed as a distinct merit, since it would 
greatly facilitate an analysis of the com- 
pany’s working capital. The removal of 
depreciation costs from inventory would, 
furthermore, help clarify one of account- 
ing’s most confusing concepts—how de- 
preciation provides working capital. 


Direct Costing and Reported Earnings 


An adequate determination of periodic 
net income is an essential requisite for any 
costing method. The central point at issue 
in the direct costing controversy is whether 
fixed costs, which result from the sinking 
of company funds into plant and plant 
capacity, should be absorbed as a product 
of the passage of time. 

Income is an important index of eco- 
nomic progress, and its determination is 
the principal objective of most of our 


generally accepted principles of account. 
ing. However, we must not lose sight of the 
fact that these principles are the result of a 
basic theoretical structure which we too 
frequently assume to be clearly defined, un- 
ambiguous, and internally consistent. Ac. 
counting principles are actually hetero- 
geneous, frequently vague and contradic- 
tory, representing a mixture of rules, con- 
ventions, and procedural guides that have 
been designed to serve as solutions to 
specific problems encountered somewhere 
in the past. These principles are not uni- 
versal truths, beyond and above question, 
Accountants have in the past canonized 
fixed costs as product costs and have 
assumed that correct matching is proper 
only when these fixed costs are carried for- 
ward through inventory to the point of 
sale. But whether a company is able to 
cover its fixed costs is an important con-, 
sideration in the portrayal of the results of 
the company’s operations within one pe- 
riod of time in its overall history. 

As an illustration of how present ac- 
counting principles tend to confuse the 
reader of financial statements, let us 
assume that a company builds a single 
building—half of which is to be used for 
production of goods, and half for adminis- 
trative and selling efforts. The conven- 
tional income statement, utilizing the con- 
ventional absorption costing technique, 
would show the depreciation on the selling 
and administrative half of the building ex- 
piring as a product of the passage of time, 
while the half having to do with produc- 
tion would be deferred and would not be 
considered in the current year’s operating 
results unless sales had been realized. It is 
entirely conceivable that the sales volume 
needed to cover the fixed costs which the 
company incurred when the building was 
constructed would never be realized. The 
presently accepted practice of deferring 
part of the fixed costs could hide this fact 
for several years, and the reported profit 
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could contribute directly to a misconcep- 
tion of the current position as well as the 
future outlook of the company. 


Direct Costing and Stockholder A ppraisal of 
Management 

In addition to periodic reports on the 
firm’s ability to realize its long-range ob- 
jectives by coverage of its fixed costs, 
stockholders today need statements that 
will enable them to appraise the effective- 
ness of management. Professional manage- 
ment, divorced from ownership, is becom- 
ing more prevalent in our economy. The 
investor, in order to judge the relative 
merits of his investment, needs financial 
reports that will enable him to appraise 
adequately those who manage his com- 
pany.\The results of. the period’s produc- 
tion and marketing decisions should be re- 
ported in a manner that will not be con- 
fused with past years’ managerial decisions 
to invest in plant and plant capacity, If in 
any one year management is unable to keep, 
sales volume high enough to cover fixed 
costs, this fact would be clearly revealed. A. 
mismatching of production and selling! 
efforts would be more evident, as would the} 
ability of management to keep variable or| 


controllable costs in line. The use of direct | 


costing techniques would be of direct 
benefit in owner appraisal of management. 


Direct Costing and the General Public 


Labor unions, governmental agencies, 
and the public in general also need ade- 
quate information regarding the com- 
pany’s ability to cover the fixed costs to 
which it has been committed. When wage 
contracts are being negotiated, for in- 
stance, full knowledge by both parties of 
the fixed costs which the company must 
cover and the sales volume necessary to 
cover them are requisites for intelligent 
bargaining. Present financial statements 
may inadvertently hide these important 
facts by not reporting fixed costs, as such, 
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clearly and separately. Management and 
labor both need financial statements that 
will assist in determining the effect that 
increases or decreases in variable costs, 
such as labor, will have on the company’s 
ability to cover fixed costs. 

The general public and all the govern- 
mental and private agencies that compile, 
compare, and correlate corporate earnings 
need basically the same information as 
stockholders and labor. The best gauge of 
the condition of our economy may not be 
profits as presently computed and reported, 
but profits after coverage of the fixed costs 
which the company has assumed. Presently 
devised financial statements give little 
indication of the level of activity which our 
economy must maintain to realize profits 
sufficiently high to keep our free enterprise 
system healthy. Corporate profits are be- 
coming the basis for a growing number of 
economic studies and surveys, which are 
used as a means of judging the condition 
of our economy. If these corporate profits 
were computed after coverage of all fixed 
costs, the results of the surveys and com- 
pilations might be more accurate and 
more useful. 


Conclusions 


Financial statements serve external 
groups to a greater extent today than at 
any other time. These statements should 
reflect the results of a company’s opera- 
tions as carefully and accurately as possi- 
ble, including management’s effectiveness 
in meeting the long-range objectives of the 
company. The effect of heavy investments 
in fixed costs and changes in such control- 
lable costs as materials, labor, and variable 
manufacturing expenses need to be spot- 
lighted. Direct costing as an acceptable 
technique for external reporting could well 
be a means of meeting these objectives. 

The profession should give considerable 
thought to any technique whereby finan- 
cial reporting may be improved. Direct 
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costing as an acceptable accounting and 
reporting principle should be investigated 
and further study made of the desirability 
of accepting it fully. Possible improve- 
ments in financial reporting evolving from 
the adoption of direct costing are of con- 
cern to the entire profession. Therefore, the 
profession should consider the direct cost- 
ing controversy carefully and should re- 
main unhampered by “conventionalism” 


or inertia. At present a prediction as to 
the future of the direct costing technique 
would be foolhardy and would serve little 
purpose, since its usefulness has not yet 
been fully measured and evaluated by the 
profession. However, evidence that is be. 
ginning to be accumulated indicates that 
there is considerable validity in the use of 
the direct costing technique as a basis for 
external reporting. 
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ACCOUNTING AND ECONOMICS: A NOTE WITH 
SPECIAL REFERENCE TO “THE TEACHING 
OF SOCIAL ACCOUNTING” 


Dwicut P. FLANDERS 
Professor, University of Illinois 


RECENT interdisciplinary analysis of 

accounting, economics, and social 

accounting, has made these prin- 
cipal points:! 

1. Economists have developed the theory that 
underlies the relationships of the variables 
used in social accounting. 

. Economists have taken the lead in develop- 
ing a. actual systems of social accounts, b. 
refining the concepts of these systems, and 
c. teaching social accounting to college 
students. 

. Accountants are culpable for their apparent 
lack of desire and effort to share substan- 
tially in the teaching and research of this 
large and strategic area of social accounting. 


Anyone who is acquainted with the 
literature of social accounting could hardly 
deny the first point, a point that is made 
with considerable insight. The second point 
is also clearly made and well documented. 
The conclusion or the third point, is a bit 
startling when it appears as the end prod- 
uct of this analysis. It would seem that 
what has been said is, ‘‘Economists have 
developed the theory underlying social ac- 
counting; economists have developed the 
applied area of social accounting; account- 
ants should teach and do research in social 
accounting.” It is possible there remains a 
point or two on the responsibilities of econ- 
omists, and a qualification or two on the 
conclusion. 


Economic Theory and Social Accounting 


There are at least two, perhaps three, 
main areas of economic theory. One is 
microeconomic theory, in which the unit of 
analysis is relatively small (a firm, a 

1 Mary E. Murphy, “The Teaching of Social Ac- 
counting: A Research Planning Paper,” presented first 
at the annual meeting of the Accounting Association, 


Philadelphia, August 31, 1956; later printed in THE 
AccounTING REVIEW, October, "1957, pp. 630-645. 


68 


household, a market for a given good); the 
central problem is the allocation of scarce 
resources among alternative uses; and the 
principal variables are quantities and 
prices of factors of production and finished 
products.2 The second area is macroeco- 
nomic theory in which the unit of analysis 
relatively large (a region or a national 
economy); the central problem is the level 
of employment of resources; and the prin- 
cipal variables are employment, national in- 
come, money, interest, and aggregate con- 
sumption, savings, and investment.’ A 
possible third area is the theory of economic 
growth and development, which ranges from 
the broad socioeconomic theories of Mal- 
thus, Marx, and J. A. Schumpeter, to the 
more narrowly postulated models of R. F. 
Harrod and of J. R. Hicks.‘ 

The usefulness of economic theory is not 
limited to its applied aspects in social 
accounting. Such theory obviously has a 
substantial import apart from social ac- 
counting. On the other hand, the relation- 


* Microeconomic theory stems from the classical 
school and reaches a high water mark in Alfred Mar- 
shall’s Principles of Economics, Macmillan, 1890. This 
remarkable book dominated English and American eco 
nomic theory for nearly half a century, the 8th edition 
having been published in 1920. Marshall approached 
microeconomic theory as partial equilibrium analysis 
while Leon Walras considered the variables simultane- 
ously, as a problem of general equilibrium analysis. 
Leon Walras, Elements of Pure Economics, Richard D. 
Irwin, 1954, translated by William Jaffe from the Defin- 
itive Edition of 1926, original edition 1874. 

* The outstanding development of macroeconomic 
theory is to be found in J. M. Keynes’ The General 
Theory of Employment, Interest and Money, Harcourt 
Brace and Company, 1936. By the second half of the 
1940’s, this type of theory had generally taken its place 
beside that of microeconomics, in the elementary texts 
on economic theory and problems. 

* Thomas Robert oe An Essay om the Prin- 
ciple of Population, T. Bensley, 2nd ed., 1803; Karl 
Marx, Das Kapital, 1867 3J. A. Schum ete, Copitalim, 
Socialism, and Democracy, Harper, 1 2;R. F. Hi 
Towards a Dy c Ec , Macmillan, 1948; J. re 
Hicks, A Contribution to the Theory of the Trade "Cycle, 
Oxford, 1950. 
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ships of the variables of social accounting 
have no theoretical framework apart from 
economic theory. This leads to the impor- 
tant proposition, That either to understand 
the meaning and uses of a given system of 
social accounting, or to comprehend the rela- 
tionships among different systems of social 
accounting, knowledge of economic theory 
is necessary. 

It is possible to be more specific than 
this. First, in order to create and use a 
Leontief type input-output matrix,’ it is at 
least necessary to study microeconomic 
theory of the Walrasian general-equilib- 
rium sort, and perhaps Keynesian macro- 
economic theory. Secondly, in order to 
create and use the orthodox Balance 
of Payments statement of international 
transactions, it is necessary to study micro- 
economic analysis, at least the neoclassical 
Marshallian variety, and Keynesian 
macroeconomic theory. The third and 
most important area of social accounting, 
in fact what is sometimes thought of as the 
only substantial area of social accounting, 
isnational income accounting. Keynesian 
type macroeconomic theory is the basic 
theory underlying national income ac- 
counting.’ 


*A matrix of rows and columns so arranged, that a 
given figure is for example one of the inputs of the agri- 
industry, and at the same time part of the out- 
put of the chemical industry. W. W. Leontief, The Struc- 
jure of the American Economy, 1919-1939, 3nd ed. en- 
larged, Oxford, 1951. Concise and easy to read is W. H. 
Miernyk, A Primer of Input-Output Economics, Bureau 
of Business and Economic Research, Northeastern 
University, Boston, 1957. 
‘Any international economics text will detail the 
Balance of Payments. See for example S. Enke and V. 
, International Economics, 3rd ed., Prentice-Hall, 
1957; or P. T. Ellsworth, The International Economy, 


, 1950. 

Ty. M. Keynes, The General Theory of Employment, 
Interest and Money, Harcourt Brace, 1936, A summary 
and — of five efforts to create satisfactory = 

eynesian models is to be found in Car 
Christ, “Aggregate Econometric Models,” pene 
Economic Review, June, 1956, PP. 383-408. The two fol- 
lowing textbooks integrate Keynesian theory and na- 
tional income accounting: Theodore Morgan, Income 
ond Employment, 2nd ed., Prentice-Hall, 1952; Richard 
Ruggles and Nancy D. Ruggles, N’ National Income Ac- 
counts and Income Analysis, McGraw-Hill, 1956. Cur- 
rent basic national income data for the United States 
ate compiled by the Department of . These 


All of these three actual systems of social 
accounting deal with flows over a period of 
time, usually during a calendar year. 

Accounting for monetary phenomena, a 
fourth area of social accounting, some- 
times takes the form of accounting for flows, 
sometimes of accounting for stocks. Irving 
Fisher’s theory stressed the matching of 
money flows against the transactions of 
real goods and services. Keynes’ monetary 
theory stressed the liquidity preferences of 
hoiders of money balances. Monetary 
theory is in itself largely macroeconomic 
theory, but an important link between 
micro and macroeconomic theory.* The 
fifth and last, important area of social 
accounting is asset accounting for macro- 
units of analysis. The economic theory 
underlying this type of accounting rec- 
ognizes not only the rate of aggregate real 
investment, but also the stocks of ac- 
cumulated capital at the beginning and end 
of the period. National income accounting 
gives us gross investment (net new and 
replacement), while asset accounting item- 
izes the accumulated capital.® 


series on current money flows 
Sector flows to show the interdependence of 

financial and financial processes of economic activ- 

by Morris A. C d. An intro- 

Reserve Bulletin, 

October, 1955, pp. 1085-1124, the first er of his 

Flow of Funds in the United States, 1939-1953, Board of 
Governors of she Petes Reserve ‘System, Washington, 

1955. A more recent summary is in the Federal Reserve 


The Gone , Macmillan, 

he Gener af Employment, 
Money, Chap. 15. On the integration of micro and macro- 
economics with a strong monetary flavor, see Don Pat- 
inkin, Money, Interest and Prices, Row, Peterson and 


“Pete that the aggregate for an economy such a 
oS United States, we are approximately correct in 
total net assets as total real capital; i.e. consum- 
ps producers’ tangible capital including 
land. Stated in different terms, aan stands for ac- 
cumulated capital: 


Ke 
Ki=K+ K(#dt. 
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AC- cent being National Income, 1984, a supplement to the 
yn- Survey of Current Business. More recent data are in the 
regular issues of the Survey of Current Business. 
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These remarks about the relationships of 
theory to particular systems or areas of 
social accounting are extremely brief, but 
indicate a modification we can make of our 
initial proposition. This can now be stated: 
That either to understand the meaning 
and uses of a given system of social ac- 
counting, or to comprehend the relation- 
ships among different systems of social 
accounting, a knowledge of specific eco- 
nomic theories is necessary for the first condi- 
tion, and a knowledge of general economic 
theory is necessary for the second condition. 


Accounting and Social Accounting 


An immediate question by accountants 
may be whether the case has been over- 
stated, namely that “‘. . . the relationships 
of the variables of social accounting have 
no theoretical framework apart from eco- 
nomic theory.”!° Perhaps it is thought that 
an amendment should be made “. . . apart 
from economic and accounting theory.” 
Certainly accounting theory is involved in 
social accounting. 

This writer does not believe that ac- 
counting theory is necessary to explain 
how and perhaps why aggregate consump- 
tion, for example, varies with aggregate 
disposable income. Stated another way, 
aggregate consumption and aggregate dis- 
posable income are variables of social ac- 
counting, particularly of national income 
accounting. The relationship of these 
variables is expressed in the so-called “‘con- 


National income accounting concentrates on the third 
term of this ression. This particular expression is 
taken from Erik Lundberg, Studies in the Theory of 
Economic Expansion, Stockholm Economic Studies No. 
6, P. S. King and Son, 1937. Efforts to quantify growth 
theory and the problems involved are represented for 
example by the symposium, Problems of Capital For- 
mation, National Bureau of Economic Research, Stud- 
ies in Income and Wealth, Vol. 19, Princeton University 
Press, 1957. The most elaborate analysis of the prob- 
lems and actual data is to be found in Raymond W. 
Goldsmith, A Study of Saving in the United States 


Princeton University Press, Vol. I and IT, 1955; Gold- 
— D. S. Brady, and H. Mendershausen, Vol. IIT, 
1 

10 See above, p. 3. 


sumption function.” As a theory of ego. 
nomics, the consumption function has aq 
existence apart from any one of its par. 
ticular expressions, expressions that are 
quantified from national income accounts, 
Accounting theory enters the illustra. 
tion just given, at the point where empir. 
ical data are introduced. By “accounting 
theory,” the writer means the careful and 
explicit formulations of postulates and 
principles of the sort presented by Profes. 
sor A. C. Littleton.* Here accounting 
theory is concerned with the best means 
of determining and presenting information 
about economic stocks and flows, in rela- 
tion to the purposes for which such data 
are to be used. Accounting theory is thus 
necessary for understanding and judging 
the means that are best suited to express 
the relationships of the variables of social 
accounting. While accounting theory in 
this sense is not necessary to explain the 
relationships themselves, of the variables 
of social accounting, nevertheless, a knowl- 
edge of accounting theory is necessary to 
present these economic relationships in thei 
most understandable and revealing form. 
Statistical analysis is also made of the 
data used in social accounting systems. The 
means here are sample designs, measures 
of central tendency, measures of disper- 
sion, correlation coefficients, and the like. 
Statistical problems are probably more 
acute than accounting problems in social 
accounting, because of the sketchiness of 
the data. A statistician can tell you what 
means to employ to measure certain values 
and relationships in our economy. He 
must rely on economics when he interprets 
the results of these statistical findings. In 
the basic sense of the field, an accountant 


i. J. M. Keynes, The General Theory of Employment, 
Interest and Money, Book III, ‘The Propensity to Con- 
sume.” a ag the most penetrating analysis of the 
consumption function is in J. S. Duesenberry, [ncome, 
Saving, and the Theory of Consumer Behavior, Harvard 
University Press, 1949 

13 E.g., “Inductive Reasoning in Accounting,” The 
New York Certified Public Accountant, Part I, August, 
1950; Part II, November, 1950. 


can te 
mean: 
econo 
nomic 
by th 
be in 
theo 
theo: 
ment 
tweel 
of th 
betw 
there 
role 
coun 
acco 
So 
| data 
coun 
ceive 
in re 
pro 
curr’ 
now 
entl 
: the 
Tepo 
poe 
incl 
the 
reac 
furt 
| as 
tro 
be 
of 
sho 
ven 
dai 
Gra 


can tell you what accounting methods and 
techniques to employ in order to link best 
means to given ends. He too must rely on 
economics to interpret and explain the eco- 
nomic significance of the values discovered 
by the accounting process. The values may 
be interpreted in terms of microeconomic 
theory, macroeconomic theory, or the 
theory of economic growth and develop- 
ment. The point here of distinguishing be- 
tween the role of accounting and the role 
of the accountant in relation to social ac- 
counting, is to emphasize the differences 
between these roles. On the other hand, 
there is a most important way in which the 
role of accounting and the role of the ac- 
countant coincide in relation to social 
accounting. 

Social accounting depends largely for its 
data on private and governmental ac- 
counting records. This writer has con- 
ceived the function of accounting theory 
in relation to social accounting to be the 
provision of the links between the means 
currently or conceivably available, and the 
purposes of the accounting entities that 
now utilize the same data. Stated differ- 
ently, there are now added uses for the 
data that have long been presented only by 
the firm. Reporting was once thought of as 
reporting only to management. Now re- 
porting is considered for a wider audience, 
including the informed financial analyst, 
the interested shareholder, and even the 
reading public. 

Social accounting creates at least two 
further uses for these data: 1. for general 
guidance to public policy, and 2. for public 
as well as private prediction and con- 
trol.* Accounting theory could therefore 
be expected to recognize these added uses 
of accounting information. Accountants 
should bear the basic responsibility for in- 
venting new accounting techniques or 
modifying the old. This is a most creative 


4% For a comment on the supply and y ree for such 
data, see John P. Powelson, g, Mc- 
Graw-Hill, 1955, Chapter 1. 
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activity. It might even be regarded as the 
highest service engendered by accounting 
theory. 


Accounting and Economics, Accountants 
and Economists 


The burden of the two preceding sections 
has been that both economics and ac- 
counting are directly concerned with social 
accounting. Some emphasis was laid on the 
differences in the contributions to social 
accounting that are made by each of these 
two bodies of knowledge. It is difficult to 
imagine how the roles of accounting and 
economics can be conceived of anything 
but complementary, not just with respect 
to social accounting, but in general as well. 

This does not imply that economists and 
accountants must always be engaged in 
complementary rather than competitive 
tasks. When either the accountant or the 
economist steps from the area of pure 
theory to the application of theory, he is 
almost certain to find that the empirical 
situation is not quartered in neat depart- 
mental slices. Analysis of empirical situa- 
tions is furthermore a proper function of 
both the accountant and the economist. 
Thus, one of the frequently mentioned 
functions of the accountant is that of inter- 
pretation, along with other functions such 
as the collection, tabulation and presenta- 
tion of accounting data. During the process 
of interpretation, the accountant relies on 
economics, as he explains particular situa- 
tions in terms of more general principles of 
economics. 

One of the frequently mentioned func- 
tions of economists is the process of induc- 
tion, where empirical evidence is acquired, 
classified, and applied either to develop or 

“Interpretation” by accountants that is confined 
to interpreting accounting theory as defined earlier, is 
an unrealistic province in which to limit the activities 
of accountants. Such restricted Papago would 
include no more than justifying a par- 
ticular income statement, for example, light 
This would mating principles shout the technical excel- 


lence of a Some comes never a judgment about the eco- 
nomic implications of the statement. 
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to test principles of economics. Here ac- 
counting and statistical processes are 
necessary to handle the complex situa- 
tion of real life. Economists are also ex- 
pected to be able to use general economic 
principles to assist in explaining particular 
economic situations. Past a certain point 
of complexity, these situations are not 
even intelligible for such analysis, without 
the indispensable accounting means of 
determining and presenting information 
about economic stocks and flows. The econ- 
omist in such a case must rely on account- 
ing theory if he is to choose, or even under- 
stand the choices, among such accounting 
means. 

On the level of the firm there is consider- 
able overlapping of functions exercised by 
those who may well be called economists 
and accountants. This overlap is always a 
potentially competitive area. On the 
other hand, the resources of knowledge 
from the areas of both accounting and 
economic theory are not competitive, but 
rather are complementary resources. The 
fundamental reasons for this complemen- 
tarity are reducible to a series of simple 
propositions. 

Both economics and accounting attach 
meaning and value to what can be termed 
the three elements of social interaction: 
namely, motivation, behavior including 
action as well as thinking, and the result- 
ants of behavior. Economics and account- 
ing have an important common point of 
departure because both assume similar 
pecuniary motivation. This motivation in- 
cludes profit and often other goals such as 
share of the market. Accounting generally 
relies on economics to furnish knowledge 
about behavior. Thus, much of economic 
theory centers directly on the problem of 
choice among economic alternatives. The 
law of demand, the equilibrium proposi- 
tion of marginal cost equals marginal rev- 
enue, consumption functions, investment 
functions, and the like. are economic 
theory. They are needed by accounting 
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theory to determine the intermediate 
goals of accounting procedures, as for ex. 
ample in cost accounting. 

When we come to the third element of 
social science, the resultants of behavior, 
the relationship between accounting and 
economics is again complementary. Such 
things as buildings, dams, and machine 
tools are tangible resultants of behavior, 
while such values as $400 billion Grogs 
National Product (GNP), $5.00 direct 
costs per pair of shoes, a three per cent 
rate of growth, and $15,000 gross sales 
are intangible resultants of behavior." 
Economists are apt to express their anal- 
yses in these terms, inferring certain be- 
havior and motivation from the observed 
resultants of behavior. The determination 
of what economic values to quantify is in the 
realm of economic theory. Such determina- 
tion follows from functional relationships 
intended to explain economic behavior. 

The determination of the most efficient 
means of quantification, as well as the crea- 
tion of such means, are in the realm of ac- 
counting. This writer knows of no ac 
counting systems that attempt to quantify 
directly, anything except the resultants of 
behavior. The details of actual quantifica- 
tion are matters for bookkeepers, statis- 
tical clerks, and skilled technicians such as 
those who operate electronic computers. 
Without the systematization, more prop- 
erly the logical systematization, that is 
provided by accounting theory for the 
analysis of economic data, no substantial 
verification of economic theory could be 
made from real life. The applied-aspect of 
economics would be attenuated beyond 
recognition. Economics thus depends on 
accounting. 

Returning now briefly to the article by 
Professor Murphy, the following are quota- 
tions about the relationships of social ac- 
counting, economics, and accounting; 


% These resultants may be either realized or ¢- 
pected, just as motivation and behavior may have these 
time dimensions. 
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which seem objectionable: 


1. “Most current college and university 
courses in economics, money and banking, 
and business cycles are organized through a 
framework of social accounting.” 

. “For the present, probably, responsibility for 
these courses [social accounting] would be 
shared by accountants and economists but, 
eventually, they would fall within the ac- 
counting departments of these institutions.” 

. “Satisfactory discharge of this responsibil- 
ity will necessitate—additional training of 
accountants in the field of applied eco- 
nomics.” 

. [If her program is not adopted] “. . . many 
of the most promising young men and 
women will turn from the study of account- 
ing to a study of a combination of account- 
ing and economics, . . .’”"* 

The first quotation magnifies social ac- 
counting out of all proportion of its im- 
portance, either in relation to other applied 
areas of economics, or in its relation to 
economic theory. The courses in economics, 
money and banking, and business cycles 
will normally be organized the same way 
the textbooks on these subjects are or- 
ganized. This is around a framework of the 
economic theory being developed. The 
realism of such theory can be enhanced 
by reference to actual social accounting 
systems, for such systems help to demon- 
strate the degree to which particular 
theories apply in the real world. 

It is desirable that both accountants and 
economists utilize social accounting in 
their courses, and further, that entire 
courses be devoted to social accounting. 
There is no logical reason whatever, why 
the monopoly suggested in the second quo- 
tation should ultimately develop. What is 
envisioned as a temporary expedient, the 
offering of social accounting by both ac- 
counting and economics’ departments, 
sounds to this writer like a satisfactory 
long run solution. 

These quotations are arranged in an 
ascending order of irksomeness. The third 
quotation again misses the point that eco- 


™ Ibid., 1. p. 633; 2. p. 641; 3. p. 631; p. 4. 642. 
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nomic theory underlies applied economics. 
If it is agreed that social accounting sys- 
tems are a type of applied economics, then 
in order to train persons to teach social ac- 
counting, part of their course work should 
be in the economic theory that underlies 
social accounting. The fourth quotation is 
a kind of capstone of academic provincial- 
ism. This writer would regard as highly 
desirable a curriculum so devised that ac- 
countants must take courses in economics 
and that economists must take courses in 
accounting. These should not be the easy 
descriptive courses so dear to the elective 
system, but tough analytical courses, in- 
volving accounting theory and economic 
theory. Such courses are difficult because 
the level of abstraction is high, and be- 
cause the student’s achievement is often 
measured by his ability to think from the 
abstract to the concrete and back again. 

The term “social accounting” is un- 
doubtedly too broad and should be limited 
to something like “national economic ac- 
counting.” All of the five systems of ac- 
counts mentioned above,!’ center on the 
nation as the unit of analysis. 

The term “economic” needs to be in- 
cluded to limit the scope of the title to the 
problems actually considered, and to sug- 
gest that economic theory underlies the re- 
lationships of the variables of national 
economic accounting. The term ‘“‘account- 
ing” properly implies first a certain process 
of quantification, and secondly the presen- 
tation of the data in a certain form. A full 
course of instruction in national econom- 
ic accounting should be entitled ‘The 
Theory, Construction, and Analysis of Na- 
tional Economic Accounts.” This would 
imply the usefulness of both accounting and 
economics for this subject. This is con- 
sistent with the major proposition of this 
discussion: That accounting and econom- 
ics are complementary rather than substi- 
tutable bodies of knowledge. 


117 Pp. 3-5. 
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NATIONAL POSITION STATEMENT: A PROPOSAL 
ON OPERATIONAL PRINCIPLES 
AND PROCESS 


S. C. Yu 
Assistant Professor, Idaho State College 


position statement in addition to the 

national income accounting system 
for macroeconomic analysis can scarcely be 
overemphasized. But this hardly seems to 
be recognized by most economists who 
seem to have placed greater emphasis on 
income accounts! than on stock accounts. 
Indeed, students of economics have failed 
to visualize the vantage of combining posi- 
tion and income statements in their ana- 
lytical work. It is clear that to use but one 
of the two statements to analyze an econ- 
omy is at best a partial study. Moreover, 
the macroaccounting* mechanism will be- 
come an incomplete system without a bal- 
ance sheet. 

Generally speaking, there are two ap- 
proaches underlying the construction of a 
national position statement:* accounting 
and economic. While the latter is generally 
handicapped by practical and technical 
difficulties, the former is perhaps the only 
possible measure at present. 

Macroaccounting, like statistics, is a 
tool in economic analysis. Of course one 
should never overlook the handicaps in 
applying accounting to economics es- 


Te indispensableness of a national 


1 This also includes microeconomic studies, for in- 
stance, the study of the theory of the firm through the 
income account. 

2 For a detailed discussion of this term, see the 

author’s “Macroaccounting and Some of Its Basic 
Problems,” Taz Accountinc Review, April, 1957, pp. 
264-272. There are several alternative terms, such as 
social accounting, economic accounting, and national 
accounting. 
* The National Bureau of Economic Research has 
done considerable preliminary work on the construction 
of a national balance sheet. See Studies in Income and 
Wealth, Vol. 12, National Bureau of Economic Research, 
New York, 1950. 


pecially in regard to different versions on 
cost, income, valuation, and profit deter. 
mination. Accounting has been tradi- 
tionally designed for the actual business 
world, and through the years principles, 
rules, customs and conventions have been 
established largely on account of practices 
and expediency. While the controversy be- 
tween accountants and economists is an 
old one, the feud is especially vigorous re- 
garding direct application of accounting 
to economics. 

Prepared mainly under the accounting 
approach, this paper aims at introducing 
a tentative process of preparing a national 
position statement and setting forth cer- 
tain guiding rules in regard to balance 
sheet items and valuation of assets. 


The Functions of National Position State- 
ment 


In the application of accounting to eco 
nomics it should be pointed out that the 
national balance sheet alone cannot furnish 
all the information needed for national 
position analysis. For a penetrating study 
a combination with other branches of 
macroaccounting seems desirable, such as 
regional and sector balance sheets, nation- 
al income accounts, input-output tables, 
moneyflows, and balance of payments. In 
order to explore fully the functions of na- 
tional position statement, a series of state- 
ments covering a period of several years 
will give a more meaningful study than the 
use of any single statement. In addition, 
the use of national balance sheet data re- 
quires careful interpretation and analysis. 

Since a national balance sheet has not 
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been established practically, it is not pos- 
sible here to expound thoroughly the use- 
fulness of such a statement. The following 
is by no means an inclusive list of the func- 
tions of the national balance sheet and as 
time goes by further utilization will be 
found. 

Generally, a national balance sheet ac- 
complishes the following: 

. Gives periodically an overall appraisal of 
national wealth. 

. Provides perhaps one of the best ways, if 
not the best, to measure economic progress 
of a nation. 

. Indicates the efficiency of utilization of na- 
tional assets, if combined with national 
income data. 

. Reflects the capital structure and density 
of an economy. 

. May aid in the study of distribution of 
wealth. 

. Enables, if combined with national income 
accounts, the computation of various 
analytical ratios. 

. Shows perfectly, if combined with national 
income accounts, the relationship between 
stock and flow accounts. 

. Provides a different economic approach 
(as contrasted with the income approach). 

. Provides more ground in the study of in- 
terest which may be considered a link be- 
tween the stocks and the flows. 

. Serves as a basic statement which leads the 
entire macroaccounting system. 


Classification of Economic Units 


Since the consolidated balance sheet for 
an economy will contain only real assets 
and liabilities, all reciprocal items will be 
eliminated through the process of consoli- 
dation. In order to facilitate the prepara- 
tion of a national balance sheet and at the 
same time to provide more information, it 
isnecessary to divide an economy into sev- 
eral sectors. So far as ownership is con- 
cerned, there are intermediary and ulti- 
mate units. All economic units within a 
free economy may be classified in this very 
basic way. Various methods of classifying 
the United States economy into sectors 
have been contemplated by individuals, 
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research organizations, and government 
agencies. In this paper the following classi- 
fication is used: 

1. Industry 

2. Households 

3. Governments 


4. Collectives 
5. Outsiders 


The industry sector contains all variety 
of business enterprises, corporate and non- 
corporate, private and public. All the units 
covered under this sector are considered as 
intermediaries, i.e., they are ultimately 
owned by other units. The inclusion of 
single proprietorships and partnerships in 
this sector is largely a matter of expedi- 
ency. They could be included in the house- 
hold sector. 

Since national income accounting is a 
well established system, the method of 
classifying industries used by the Depart- 
ment of Commerce is generally followed in 
order to tie the income statement and the 
balance sheet together.‘ The inclusion of 
government enterprises in the industry 
sector is by no means a perfect choice. 
However, two main factors justify this: 
(1) they are intermediaries; and (2) their 
nature of operations resembles essentially 
private enterprises.® 

The second sector, households, includes 
all ultimate units except those which are 
otherwise stated. The primary units under 
this sector are individual persons who own 
mainly the net assets of private enterprises 
and their own household properties. 

Governments may be viewed as a special 
type of household. However, since govern- 
ments today play an important role in eco- 
nomic activities, it seems desirable to con- 
sider them separately in order to show 
their distinctive nature and functions. 

Collectives are considered as ultimate 


4U. S. Department of Commerce, National Income, 

A Supplement to the Survey of Current Business, 1951 
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units not owned by other units or indi- 
viduals. They are organizations or assets 
belonging to the community as a whole. In 
other words, they are owned collectively. 
Collectives include mainly public assets 
and nonprofit organizations. Typical ex- 
amples of nonprofit organizations are non- 
profit schools, hospitals, religious organi- 
zations, charity and welfare organizations, 
labor organizations, social and athletic 
clubs, and others. Theoretically, public as- 
sets may include a variety of tangible and 
intangible items. In practice, however, this 
cannot be done because of the difficulty of 
valuation, a subject that will be discussed 
later. Public assets here refer to roads, 
streets, bridges, parks, etc. They are assets 
with costs belonging to the general public 
and can hardly be ignored in counting na- 
tional wealth. The only justification of 
omitting those items from a position state- 
ment perhaps is the assumption that their 
values may have already been included, at 
least partially, in those of private proper- 
ties. However, this has not been satisfac- 
torily proved 

The inclusion of the last sector, outsiders 
or rest of the world, is necessary in an open 
economy. There are obligations due from 
foreigners. By the same token, there are 
debts owed to foreigners. Since a consoli- 
dated national balance sheet is prepared 
from the standpoint of a nation, foreign in- 
vestments and liabilities should be shown 
separately. Actually, in a national position 
statement, only foreign debts are real lia- 
bilities. 
National Balance Sheet Items 


The first task in preparing the first na- 
tional condition statement is to decide 
what items should be included. No defi- 
nite pattern can be set up at present. The 
basic question is: what items can possibly 
be shown in the statement with existing 
knowledge? 

Generally speaking, little trouble is an- 


ticipated in regard to liability items, by. 
cause most of them will be canceled out ¢. 
cept those owed to outsiders. The mogt 
intricate problem has to do with agg 
items. Naturally, a nation’s wealth cop. 
tains more than the sum total of net assets 
owned by its members. It would seem log. 
ical to include all items, visible and inyis 
ible, in counting national wealth, particu. 
larly those which are not ordinarily recog. 
nized in estimating national wealth, such 
as climate, geographical features, quality 
of waterways, etc. The only reason to ex. 
clude them from the national balance sheet 
would be the absence of a proper way to 
value them. 

Next, in deciding national balance sheet 
items one must realize that the idea of in- 
cluding only those items which have mar 
ket values is not feasible at all. There are 
items which have never been and probably 
will not be transacted in a market. It isevi- 
dent that to rely on the factor of market 
transferability alone in selecting national 
balance sheet items would necessarily force 
us to give up certain significant items 
which would otherwise be included. 

Since a national condition statement is 
essentially a consolidated statement it ap- 
pears that no major problems will arise in 
consolidating items from recorded ac 
counting data. Problems arise when there 
are items that possess social values and yet 
cannot be found from recorded data. How- 
ever, under the accounting approach, items 
possessing social values only are not con- 
sidered. This situation will become a ma- 
jor issue under the economic approach. 

It is clear that in the process of selecting 
balance sheet items certain guiding rules 
are needed at present. The rules may be 
tentatively stated as follows: 


1. All items appearing on business and institu- 
tional balance sheets should be considered. 
The classification of such items generally 
presents no special problem. For economic 
analysis, various arrangements may be 
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made. Reciprocal items will be eliminated 
through the consolidating process. 

. Intangibles that are recorded on the books 
of business firms should be retained as they 
are. 

. Market transactions should not be con- 
sidered the sole factor in determining bal- 
ance sheet items. 

. The inclusion of public assets should be 
confined to man-made tangible items where 
original costs, replacement costs, or reliable 
appraisals can be made. 

. Items that possess social values only and for 
which no proper valuation basis can be 
applied are excluded. 

. The presentation of a government deficit 
item in the statement is a matter of opinion® 
and may be affected by the factor of mate- 
riality. This item may be (1) shown on the 
debit side; (2) shown on the credit side; or, 
(3) eliminated from the statement. 

. Once the methods of selecting balance sheet 
items are properly determined, they should 
be followed consistently. Major changes, if 
justified, should be fully disclosed. 


Valuation 


Asset valuation is perhaps one of the 
most complicated problems in preparing a 
national balance sheet. Even in micro- 
accounting valuation creates constantly 
new problems. The accounting approach of 
valuation has been criticized not only by 
those outside the accounting profession 
but also by accountants themselves. This 
problem will become even more acute in 
macroaccounting, especially in a balance 
sheet for an economy as a whole. How can 
national balance sheet items be valued? 
Presumably, valuation is made in terms of 
money. However, the use of money as a 
common denominator in valuation has its 
limitations. A series of exchange ratios 
would not be any better, for in addition to 
its impracticality, the relative values of 
goods also change. 

To a great extent, a national balance 
sheet will be prepared from recorded ac- 

*See C. R. Noyes, “A Consolidated Balance Sheet 


fora Democracy,” Journal of Accountancy, February 
1947, pp. 100-112. ‘ 
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counting data. This means that adjust- 
ments of recorded values in order to reflect 
current values may be necessary for eco- 
nomic analysis. While the shift from origi- 
nal costs to current prices may eliminate 
some of the inherent defects of the former, 
it often creates new problems. Perhaps no 
panacea can be found for the problem of 
valuation of assets at present. In dealing 
with a vast variety of assets various valua- 
tion bases must be considered. These in- 
clude market price, present value of future 
receipts, replacement cost,’ appraisal, liq- 
uidation value, and going-concern value. 
Each of these has its limitations. 
Theoretically, market price should be a 
perfect reflection of the current value of an 
asset. However, limitations of utilization 
of market price are by no means negligible. 
First, in the actual world most market 
prices are local rather than national. Fur- 
thermore, daily market prices fluctuate 
and this may be caused by so many vari- 
ables that they cannot be fully identified.*® 
Whether prices quoted from markets are 
normal or not is subject to question. In 
theory, daily market prices move around 
the short-run norm. When and where we 
can determine the normality of such prices 
is entirely uncertain. Finally, prices are 
values in terms of money but the value of 
money itself changes. A possible way to 
correct the variation of money is the em- 
ployment of price indexes. But here one 
runs into new problems. Lack of an ap- 
propriate and suitable price index and dif- 
ficulties of interpreting it are perhaps two 
typical handicaps in using such a statisti- 
cal device.® 
7 For our purposes no distinction is necessary be- 
® See Wilson L. Farman, ‘‘Some Basic Assumptions 
Underlying Social Accounting,’’ THz AccounTING RE- 


VIEW, January, 1951, pp. 36-37; Richard Stone, “Defi- 
nition and Measurement of National Income and vie 


the Construction of Social Accounts, Studies and Re- 
ports on Statistical Methods, No. 7, United Nations, 
1947, p. 94. 
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When we quote market price for a cer- 
tain asset we may have the impression that 
the quoted price is the price that could be 
realized if the whole group of assets of like 
type were sold in the market at that mo- 
ment. Obviously this will not be true, for 
the price that could be realized would be 
extremely low and meaningless. Perhaps 
the market price that we are thinking of is 
the price of similar items which are cur- 
rently transacted in the market. In other 
words, we are not assuming that the en- 
tire group of the same type of assets would 
be sold at the same time. Instead, we are 
securing the price for one item and then 
multiplying the total quantity by that unit 
price just acquired. Whether this method 
is theoretically sound or not is debatable 
when all of the assets of an economy are 
valued at the same time. One can argue, 
however, that (1) price for one item and 
the price for a whole group are not likely 
to be the same, and (2) actual market price 
and realizable value are two different 
things because the former is a fact and the 
latter is not. 

Then there is the so-called ‘‘present val- 
ue of future receipts,”’ as used in econom- 
ics in computing asset value. The basic 
idea of this method is to find the present 
worth of an asset by discounting its antici- 
pated earnings. Technically, it is very 
similar to the computation of the present 
value of an annuity. In other words, under 
this method an asset is valued in terms of 
its future earning power. Theoretically, 
the present value of an asset should be the 
same as its current market value. The use 
of this method is primarily based upon ex- 
pectation. It is unlikely that this method 
will be generally utilized for asset valua- 
tion except for certain intangibles when 
either market prices or replacement costs 
cannot be applied. 

Replacement cost is basically a varia- 
tion of market price. In figuring replace- 
ment cost of an asset probably we have to 


refer to market value.!® However, the mar. 
ket price referred to may be a current price 
or an average of current prices. At any 
rate, the use of replacement cost is no 
more than an estimate. In certain respects, 
replacement cost may be viewed somewhat 
superior to market price in asset valuation, 
for the latter fluctuates from day to day, 

Appraisal does not necessarily constitute 
a separate basis for valuation. Appraisal 
may be based upon either market price or 
replacement cost. In the main, they are 
opinions of qualified persons. When mar- 
ket or replacement cost is not available 
appraisal generally involves judgment. 
The use of appraisal may be necessary in 
evaluating certain assets. For example, the 
valuation of certain non-producible assets 
may have to be done by appraisal. 

The use of liquidation value in deriving 
asset value is far from desirable. In a sense, 
liquidation value implies the idea of forced 
sale. It should be pointed out that realiz- 
able value is normally different from liqui- 
dation value in that the former is a value 
that could be realized in a normal market 
while the latter is generally derived from, 
say, an abnormal market. 

Finally, we come to the going-concerm 
value. First, we may assume that an econ- 
omy, like any individual business firm, is 
a giant going concern. An economy has 4 
perpetual life and certainly is not for sale. 
Accordingly, the application of the as 
sumption of the going-concern concept to 
macroaccounting does make considerable 
sense. As in an individual firm, the assets 
of an economy may be classified into two 
broad categories: those to be transacted in 
a market and those to be used to produce 
goods and services." Since the assets fall- 

10 The term, fair market value, as frequently used in 
accounting is not at all clear. It is not always easy to 
define the word “fair.” Perhaps fair market value refers 
to a value of price determined by well-informed buyers 
and sellers, or simply an estimate. See E, L. Kohler, 
A Dictionary for Accountants, Prentice-Hall, Inc., New 


York, 1952, p. 176. 
1 This is of course a very rough classification. 
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ing into the first category have a direct 
connection with the market, the use of 
market or current value will encounter 
much less practical difficulties. Assets 
dassified under the second category are 
generally fixed operating assets and cer- 
tain deferred charges. It is the valuation 
of the second group of assets that generally 
leads accountants to shift reluctantly from 
their cost method to the current value ap- 
proach. 

Actually, the meaning of going-concern 
value is more than stating assets at in- 
vested costs or book values. It implies also 
the value of indivisibility when viewing a 
firm as a whole, i.e., the value of combining 
all assets together in a productive manner. 
This aggregate value can hardly be ex- 
pressed in terms of replacement cost or 
market price, or divided among individual 
assets. It remains significant only on a 
continuous enterprise basis. Accordingly, 
the determination of going-concern value 
in terms of individual assets is a difficult 
task. This results in an awkward dilemma. 
The value of an asset, for instance, may be 
overstated or understated according to 
book records, if judged in terms of current 
value. It can be interpreted in two differ- 
ent ways: misallocation of cost in the past, 
or implication of going-concern value. 
Furthermore, the recording of certain in- 
tangibles in accounting, such as goodwill 
and organization costs, is generally sup- 
ported by the going-concern concept. If 
a firm ceases to continue, there would not 
be any goodwill left and organization costs 
would lose its significance. It is undeniable 
that the accuracy of such data is usually 
questionable. 

In brief, we may say that if we reckon an 
economy also as a going concern, then the 
existence of going-concern value among in- 

” The inadequate records of certain intangibles be- 
cause of lack of proper valuation bases is well recognized 
even under microaccounting. For example, considera- 


tions are usually given to net tangible assets only in 
financial statement analysis. 
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dividual firms cannot be entirely ignored. 
To put an economy or an individual firm 
on a marketable basis would make it diffi- 
cult to see the light of the continuous flow 
of business activity. In practice, no two 
firms are identical when one considers the 
following: organization structure, policies 
and methods of management, methods of 
production, ages of assets, use and care of 
operating assets, level of production, finan- 
cial policies, location, etc. Accordingly, it 
is not always possible to compare the ag- 
gregate value of one firm with that of 
another. This apparently makes it difficult 
to identify the going-concern value when 
we resort to market transactions. 

Except for the accounting assumption, 
continuity of activity, the presentation of 
depreciable assets at book values in a na- 
tional position statement is largely a mat- 
ter of expediency when one considers the 
vast variety and quantity of assets in- 
volved, and the different methods of de- 
preciation being used in practice. Actually, 
this is about the same method used in the 
U. S. national income accounting system.” 

Perhaps the accounting procedure of de- 
preciation requires a brief clarification. 
The periodical provisions for depreciation 
in accounting merely mean a process of al- 
location of costs. To allocate costs peri- 
odically is one thing but to have enough 
funds to incur new costs is quite another. 
Whether the total amount of allowance for 
depreciation of a fully depreciated asset is 
higher or lower than the cost of buying a 
similar new asset gives no directly signifi- 
cant implications. To view the difference 
between allowance for depreciation and 
replacement cost either as additional in- 
vestment or disinvestment can indeed be 
misleading. Accordingly, the accounting 
concept of depreciation together with al- 
lowance for depreciation should not be 

18 UJ. S. Department of Commerce, National I 


ncome, 
Supplement to the Survey of Current Business, July, 1947, 
Government Printing Office, Washington D. C., p. 11. 
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directly interpreted otherwise. This is not 
to say that the economic version of using 
the accumulated reserve for depreciation 
of an asset to compute investment or dis- 
investment does not make sense. The con- 
fusion is the interpretation of the account- 
ing concept of allocation of cost in an 
economic fashion. 

From the foregoing discussion, it is clear 
that no single method can be found for as- 
set valuation. All the methods mentioned 
have their limitations. The lack of a uni- 
form method undoubtedly affects the prin- 
ciple of comparability in using a series of 
statements. However, if methods of valua- 
tion once determined are followed con- 
sistently, the usefulness of national bal- 
ance sheet data will be increased. 

The problem of valuation can hardly be 
solved without setting up certain guiding 
rules. The following rules are made largely 
in the light of accounting approach, ex- 
pediency, and technical considerations. 


1. Various valuation methods should be con- 
sidered. This can be done by classifying 
assets into several groups and then assign- 
ing each group an appropriate valuation 
basis. 

2. All assets that have direct market connec- 
tion may be valued at current value; if no 
such information can be secured, use the 
cost method. 

3, Going-concern approach should be applied 
to fixed operating assets. This also makes 
adjustments on allowances for depreciation 
unnecessary. 

4. The factor of materiality governs any ad- 
justment on any fully depreciated assets 
which are still in use. 

5. In the process of consolidation no elimina- 
tion is made on intercompany inventory 
profits which for macroaccounting pur- 
poses are considered as value added. 

6. Intangible assets of business firms should 
be shown at their book values. 

7. Non-producible goods may be valued at 
market or by appraisal. 

8. For those items which have never been 
recorded or transacted but owned by in- 
dividuals, replacement costs or appraisals 
may be used, 


9. Public assets may be valued at origing 
costs less depreciation or at replacement 
costs, if the latter can be readily reong. 
nized. 

10. For macroaccounting purposes depletions 
not considered as deduction from domestic 
investment; hence adjustments on deple. 
tion charges and allowances for depletion 
should be made. 

11. Capital gains and losses are not recognized, 


Consolidated National Position Statemen 
Work Sheet 


Presumably a national balance sheet js 
prepared directly from consolidated sector 
balance sheets which are as important as 
the national position statement for macro- 
economic analysis. The work sheet serves 
at least two purposes: (1) to show recipro- 
cal accounts which are not to be found in 
the national balance sheet, and (2) to fa- 
cilitate the preparation of the aggregate 
statement. So far as accounting techniques 
are concerned, the preparation of sucha 
work sheet generally presents no special 
problems. 

In the process of elimination, one prob- 
ably will encounter an item created by con- 
solidation, namely, goodwill or surplus 
from consolidation. So far as inter-com- 
pany owned stocks are concerned, it is an 
accepted procedure in accounting to record 
purchases of stocks at cost" and to record 
issuances of stocks at par or at stated val- 
ue, if any. It follows that in the process of 
cancellation discrepancies will occur. In 
other words, goodwill, positive or negative, 
is usually created under microaccounting. 
One faces much the same problem in the 
process of preparing a national balance 
sheet. Theoretically, revaluation of the as 
sets of issuing companies should be made. 
In practice, however, this is seldom done 
because of inability to secure objective 
data. The traditional procedure in micro- 
accounting is to show the consolidated 

4 Subsequent adjustments of cost to market e& 


pecially in the case of short-term investments do not 
necessarily create any new problems here. 
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will or surplus from consolidation on 
the side of the consolidated balance sheet 
where it belongs. An alternative way of 
showing negative goodwill is to use an 
over-all asset valuation account. In a na- 
tional position statement, we may follow 
the traditional accounting procedure or set 
up a valuation discrepancy account. 

As to bond discounts and premiums of 
both purchasing and issuing companies, it 
presents no new technical problems in the 
process of consolidation for they, together 
with bonds owned and bonds issued, will 
be fully eliminated except for the net ef- 
fects on surplus.'® The same is true with 
the discrepancy between accounts receiv- 
able and accounts payable because of the 
existence of valuation accounts in the proc- 
ess of elimination. Since receivable and 
payable accounts are reciprocal accounts 
and the excess of payables over net receiv- 
ables is meaningless in the consolidated 
statement, an over-all eliminating entry to 
write off allowances for doubtful accounts 
in the working sheet seems sufficient. A de- 
tailed allocation of estimated doubtful ac- 
counts among appropriate debtors may be 
made but this does not in any way affect 
the consolidated position statement. 

Following is an example of a consoli- 
dated national position statement work 
sheet. The division of sectors is made in 
conformity with the section dealing with 
the subject discussed before. The classifi- 
cation of balance sheet items is shown sim- 
ply as an illustration. Different or further 
classifications may be made. The adjust- 
ment columns together with eliminations 
are provided for general adjusting entries, 
valuation adjustments, and eliminating 
entries. As an example, the work sheet does 
not show all the basic adjusting and elimi- 
nating entries. However, it exemplifies 
roughly how the reciprocal accounts are 


4 The word “fully” is loosely used. In an open econ- 
omy bonds purchased from and owned by outsiders will 
not be canceled out. 
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eliminated and thus leaves only real asset 
and liability accounts. Notice that under 
the elimination columns no key letter is 
provided for intercompany inventory prof- 
it elimination.'® No actual or hypothetical 
figures are used because of lack of ade- 
quate data. The account names are gen- 
erally the same as in microaccounting. 
However, a different set of terminology 
may be developed for macroaccounting 


purposes only. 


A General Sketch of National Position 
Statement 


A condensed form of national position 
statement is drawn from the foregoing 
work sheet. Notice that the statement con- 
tains only real asset and liability accounts 
after elimination. 


NATIONAL POSITION STATEMENT 
(Date) 
(Millions of Dollars) 
Assets Liabilities and Capital 
Current assets: Foreign debts 
Inventories 
Capital 


Ultimate consumer goods 
Prepaid items Accumulated capital 
Valuation discrepancy* 
Fixed assets: 
Land 


Natural resources 
Buildings and structures 
Public assets 

Machinery and equipment 
Gold and silver 

Other tangible fixed assets 


Intangibles 
Foreign investments 


Valuation discrepancy* 

* This over-all valuation item may be a debit or a 
credit. 
Conclusion 


It is hoped that with the establishment 
of a national position statement, together 
with the already built national income 
accounts, a foundation for the macro- 
accounting system will be laid down. Per- 
haps with such a foundation we shall be 
able to integrate all the other branches of 


6 See valuation rule 5. 
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THE UNITED STATES OF AMERI 


CA 


CONSOLIDATED NATIONAL POSITION STATEMENT 


WORK SHEET* 
Date 
(Millions of Dollars) 


Industry Adjust- Consol. 


Mining 


Assets 
Receivables: 
From business. ...... 
From nonprofit organizations and collectives....... 
Short-term investments: 
In government securities 
Accrued items. . 
Inventories 
Ultimate consumer goodst 
Prepaid items 
Long-term investments: 
In government 
Land 
Natural resources 
Public assets 
Buildings and structures 
Machinery and equipment 
Other tangible fixed assets 
Gold and silver 
Intangiblest 
Foreign investments 
Valuation discrepancy § 


Liabilities and Net Worth 
Payables: 
To business. . 
To households. ..... 
To nonprofit organizations and collectives.......... 


Long-term debts 
Capital] 
Households 
Governments 
Nonprofit organizations and collectives 
Accumulated capital]|| 


Governments 
Nonprofit organizations and collectives 
Valuation discrepancy § 


* Column headings which have been deleted for edit- 
ing purposes are: 

Industry 
Agriculture, Forestry, and Fisheries 
Contract Construction 
Wholesale and Retail Trade 
Finance, Insurance, and Real Estate 
Transportation 
Communications and Public Utilities 
Services 

Households 

Governments 
Federal 


Collectives 


Rest of mentsand dated 
the World Elimina- Position 


tions Statement 


Manufac- 
turing 


? Goods in the hands of ultimate consumers. 

t Including only those items which cannot be ofiset 
against proper items in other sectors, such as goodwill, 
organization costs, patents, copyrights, etc. 

§ A balancing figures. It may be viewed as an over 
all valuation account. we 

|| The terms “capital” and “accumulated capital” 
are loosely used here. Capital here refers to the balance 
as of the first balance sheet date; whereas accumulated 
capital refers to the amount of net assets accumulated 
thereafter. 


a—Preliminary adjustment. 
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macroaccounting, such as moneyflows, 
input-output tables, and balance of pay- 
ments, which are now generally on their 
own. 

This paper may be viewed as a general 
framework for the preparation of a na- 
tional balance sheet. Emphases have been 
put on balance sheet items and problems of 
valuation. The guiding rules presented are 
by no means perfect but they may pave 


the road to the installation of the first na- 
tional position statement and clarify some 
theoretical and practical problems. 

No detailed discussion on the proced- 
ures of consolidation is included in this 
paper because technically the canceling- 
out process is about the same as that of 
parent-subsidiary accounting. A descrip- 
tion of the process would simply repeat the 
well-explored techniques of consolidation. 
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MONEY FLOW AND THE FIRM 


WIRTSCHAFTSPRUFER HELMUT NEUBERT 
Duesseldorf, Germany 


ANY PEOPLE are interested in the 

flow of cash through a concern: 

The treasurer who must’ know 
where the money comes from and to what 
purpose it has been applied; banks and 
other creditors; and last but not least the 
firm’s advisors and auditors. 

Their interest is not so much in the 
amounts involved as in the source and ap- 
plication. In other words, what happened 
to the money? This knowledge can be 
gained through summarizing receipts and 
disbursements under various appropriate 
headings. Such a summary which also 
takes into consideration the changes in 
revenue and cost normally represents the 
basis of a budget. When prepared at the 
end of the budget period, it shows the 
variances of the budgeted figures from 
actual. 

Such an analysis of the cash and bank 
accounts, however, does not show the total 
payments in their gross amount. For in- 
stance, if a firm pays a supplier who has 
sold goods of $1,000 to the Company by 
selling him goods of $800 and paying him 
$200 in cash, the bank account shows a dis- 
bursement of $200 for purchases of raw 
materials, i.e., $800 less than the effective 
payment. The difference has to be taken 
into account when analysing the bank dis- 
bursements. Such a summary is further 
distorted by the fact that the division of 
the flow of money normally cannot fully 
be adapted to the principles of budgeting 
because the budget is normally prepared 
on the basis of departmental data, i.e., 
types of goods and costs of goods sold, 
whereas the flow of money is dependent on 
outside factors—suppliers, employees, etc. 
This could mean that all disbursements 
and receipts not identified with the various 
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headings of the budget must be summar. 
ized under “Miscellaneous” and thus 
might distort the analysis of variances. 

Following is a system which is based on 
all accounts and (with certain regroup. 
ings) allows the analysis of the flow of 
money through the firm for a given period, 
The advantage of this system is its com- 
prehensiveness. The flow of money is 
crystallized in full length and the abridge- 
ments mentioned above are automatically 
dissolved and shown in full. The figures 
shown in Exhibits 1 and 2 are based on an 
example taken from Bell’s Accountants’ 
Reports. 

The great advantage of this method is 
its flexibility. It is based on the figures of 
the income statement, and, therefore, it 
can be adapted to the needs of any firm. 
The balance sheet figures can be regrouped 
as desired. It is possible to use the dis- 
bursement and receipt figures which form 
part of the budget and which have been 
processed through the accounting depart- 
ment. In addition, this method can be ap- 
plied at any time with a minimum of ef- 
fort. 

The basis of this method is the inclusion 
of accruals into the double entry book- 
keeping system. Thus, transactions are 
kept evident until they have been settled 
through payment. For the purpose of the 
“financial flow analysis’ it is important to 
regroup the accounts which have been af- 
fected by transactions in such a way that 
a subsequent change as a result of a pay- 
ment is automatically reflected and also 
indicates the volume of payment. For this 
purpose, we regard all monetary accounts 


1 William H. Bell’s Accountants’ Reports, 4th Edition, 
New York, 1949, The Ronald Press Company, page 
350-355 and 321. 
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(cash on hand, in banks, notes receivable, 
etc.) as one group. These accounts reflect 
all cash payments and as such have a 
bearing on both sides of the flow of money, 
receipts and disbursements. By grouping 
these accounts together, we avoid the 
change in the over-all balance as a result of 
a transfer between these accounts (for in- 
stance a collection of notes receivable) and 
further the total turnover in these ac- 
counts is reduced by intra-cash-account 
transactions. We cannot avoid this limita- 
tion but such transfers from one cash ac- 
count to another are of no fundamental in- 
terest. 

From the “non-cash accounts” we form 
two groups—one which serves (so to 
speak) as a record of all subsequent 
receilpts—accounts receivable, other ac- 
counts receivable, etc., and a second 
group which records such future disburse- 
ments as accounts payable and accrued 
accounts. This distinction follows the pat- 
tern of the flow of money through a firm 
and also permits the matching of the bal- 
ance sheet accounts with related accounts 
of the profit and loss statement. 

The value of such a “financial flow analy- 
sis’ becomes fully evident only after 
taking into account the profit and loss 
statement. As pointed out above, the de- 
tailed profit and loss statement forms the 
basis for segregating the financial sectors. 
In a profit and loss statement, we find a 
clearcut distinction between accounts that 
record receipts and those which take up 
disbursements. In a profit and loss state- 
ment we know which amounts are to be 
set off, i.e., discounts allowed, bonuses and 
rebates, which are deductible from the ap- 
propriate gross sales. Income and expenses 
within the framework of a double entry 
bookkeeping system represent budgeted 
receipts and disbursements, which relate 
exclusively to a given period. Were there 
no lending of money or the need for a “‘cut- 
off,” these items would be identical with 
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the flow of cash. As a result of our credit 
economy which, incidentally, provided the 
main impetus for the promotion of the 
double entry bookkeeping system, we have 
to set out against income and expenses the 
relevant balance sheet accounts so that the 
balance of outstanding payments may be 
taken into account when determining 
actual payments. 

For an example: Line 1 in Exhibit 1 
shows net sales of $2,699,000. These sales 
should have resulted in receipts and there- 
fore are shown in column 4 under “source 
of income.” The actual receipts during the 
period in question, however, have been 
less. This fact is represented by an increase 
in accounts receivable from $198,000 to 
$245,000. In other words, an amount of 
$47,000 has been invested in non-cash ac- 
counts; this is shown as the balance be- 
tween accounts receivable at beginning 
and end of period in column 7 and rep- 
resents an application of funds. During 
the period in question, an amount of 
$2,699,000 should have been collected from 
sales, but actually $47,000 less, i.e., 
$2,652,000 only have been collected. No 
time consuming analysis is needed to ar- 
rive at these figures; they can be taken 
from the various accounts. 

These items inserted in the balance sheet 
to provide for the “cut-off” of the income 
for the period, are automatically neutral- 
ized in their effect on the flow of money by 
grouping them into the same financial sec- 
tor. As an example, the increase in in- 
ventories (Exhibit 1, line 2) is reflected in 
the income statement as source of funds of 
$134,000 (column 4); in the balance sheet, 
the increase in inventories in the same 
amount means an application of funds (line 
2, column 7) so that the “balance of 
receipts” (line 3) is not affected. Similarly, 
depreciation is neutralized because it had 
no effect on the receipts and disbursements 
of the period concerned. Lines 14 and 15 
show depreciation (income statement) in a 
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total amount of $45,000 as an application 
of funds; and as this is an expense item, it 
is also shown in column 4. An amount of 
$44,000 of total depreciation charges has 
been transferred from branch expenses to 
property. The balance of $1,000 appears 
under general expenses. However, they are 
grouped together in order to avoid distor- 
tions. The depreciation of $45,000 is also 
reflected in the balance sheet to indicate 
the relationship to available funds. Thus, 
all entries which likewise affect the balance 
sheet and the profit and loss statement as 
of a given period are neutralized by group- 
ing them together in the same “sector of 
financial flow.” All transactions that do 
not reflect payments of any kind, i.e., de- 
preciation, provision for reserves, deferrals 
and accruals, etc., naturally have no bear- 
ing upon receipts and disbursements as 
shown in column 5 of Exhibit 1, and are 
thus automatically neutralized. 

The “sector of financial flow” (see 
schedule 1) is formed according to various 
groups of homogeneous balance sheet and 
profit and loss accounts. Items that refer 
to prior years have been related to those 
groups in which the related balance sheet 
accounts are shown. The financial sectors 
“receipts from operations” and “disburse- 
ments from operations” can be further 
analyzed either in the Exhibit proper or, 
even better, in a separate schedule. Re- 
garding “receipts from operations” it is not 
difficult to draw off such a separate analy- 
sis because under normal conditions the 
various receipts can easily be segregated. 
An analysis according to types of products 
and a comparison of the changes in ac- 
counts receivable, however, cannot, in 
most cases, be made because usually one 
account card only of a buyer of various 
products is being maintained. If the firm’s 
sales differ according to seasonal fluctua- 
tions and credit terms, a different type of 
analysis can be accomplished by maintain- 
ing for each customer an account card for 


each of the products sold him. It may hy 
advisable to form even more financial sep. 
tors than are shown on Exhibit 1, for jp. 
stance where the flow of money with 
affiliated companies is important or where 
investments materially affect receipts and 
disbursements. In firms which are at the 
same time manufacturers and wholesalers, 
these spheres of activity may be segre. 
gated. In this connection, the question js 
whether or not receivables and payables 
should be maintained in the same account, 
In most cases, the additional information 
from a more detailed analysis will not be 
important and such additional work should 
not be undertaken. 

Column 5 of Exhibit 1 shows receipts 
and disbursements of each financial sector, 
At this point, one deficiency of the system 
must be pointed out: Movements of goods 
contrary to the normal flow mean a curtail- 
ment of the flow of funds. If purchased raw 
material is no longer needed and returned 
to the supplier with subsequent debit to the 
supplier’s account, such a_ transaction 
means a decrease of funds used for the 
purchase of raw materials and simultane- 
ously an application of funds to reduce ac- 
counts payable. In other words, the sectors 
of the balance sheet and the profit and 
loss statement show contrasting move 
ments, although no flow of cash did occur. 
A set-off which is contrary to the normal 
flow of funds indicates a genuine payment 
already made. As is the case with deferrals, 
this transaction is neutralized in column 6 
and 5 respectively and is correctly re 
flected. 

Column 6 shows the cumulative “flow of 
funds.” After accounting for operational 
expenses, an excess receipt of $6,000 re- 
mains. This is not sufficient to pay for the 
renewal of property, so that after additions 
to property of $53,000 (less book value of 
retirements of $2,000) an excess spending 
of $44,000 becomes evident. This excess is 
covered by “other receipts,” mainly by 


SCHEDULE 1 


Money Flow and the Firm 
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bank loans. As we have taken up the 
changes in cash in the “flow of funds,” the 
decrease in cash (line 20, $29,000) is re- 
flected as an application of funds. After 
accounting for disbursements for Federal 
income tax of $26,000, there remains an 
excess of receipts of $145,000 which is 
available for the payment of dividends. 

After receipts and disbursements of the 
period have been matched and the financ- 
ing is zero (line 36), an excess of disburse- 
ments over receipts of $59,000 (line 37) re- 
mains causing capital and surplus to de- 
crease in the same amount. This fact which 
we get automatically also clearly shows 
that the profit or loss for a given period has 
nothing to do with the flow of funds during 
a given period. Profit or loss is shown in 
the same amount in the balance sheet and 
in the income statement. If we take away 
these two accounts which—so to speak— 
artificially have been inserted to show the 
result of a given period, then all other ac- 
counts form one unit which is in balance. 
If one looks at this unit from the balance 
sheet point of view, then the income state- 
ment represents the analysis of the changes 
in the balance of assets and liabilities. 

Thus, the financial demands of the firm 
are disclosed and also the sources from 
which the required funds have been made 
available. Not oniy receipts and disburse- 
ments of the various financial sectors, but 
also the changes in column 6 offer an in- 
sight into the firm’s “flow of money” dur- 
ing a given period. 

Important information may also be 
gained from the relationship of the totals 
of columns 4 and 7 in lines 38 and 39. The 
more this relation works in favor of the 
sales on the left side of the profit and loss 
accounts, the more favorable the financial 
development has been. It is based on sales, 
i.e., on the basic entrepreneurial activities 
which are supposed to finance the firm. The 
more this relationship moves to the dis- 
advantage of the left side, the more atten- 


tion must be given to the financial flow in 
all its parts. Under normal circumstances, 
this is a negative movement because jn 
most instances it is indicative of jp. 
adequate financing out of the income state. 
ment and therefore it must be supple. 
mented by financing out of the balance 
sheet reservoir. In our example this would 
mean that the supplemental financing of 
$309,000 would be lower by $185,000 if new 
borrowing from the bank had not been 
necessary. These additional funds were 
needed as a result of the increase in 
merchandise and supplies, accounts receiy- 
able, and payment of dividends. In sucha 
case, it is important to go to the roots of the 
cause. It may be positive, for instance the 
increase in sales could make imperative an 
increase in inventories. On the other hand, 
it can be based on a wrong estimate of 
sales or to poor credit policies. 

Schedule 2 is an analysis which leads 
from the usual statement of financial condi- 
tions and operations to the financial flow. 
The traditional method shows the main 
factors which had a bearing on the cash 
position during a given period, such as 
payments of dividends, increase in inven- 
tories, and new loans—but only as far as 
they are reflected by changes in balance 
sheet items. All other changes on both 
sides of the income statement, which 
naturally concern the active part of the 
firm, are not taken into account. Of course, 
they have not completely been left out of 
consideration when evaluating the financial 
condition and operations of the firm, but 
their presentation in figures and in one 
analysis together with the changes of 
balance sheet items so far has not been 
made. 

The financial flow analysis as described 
above is accompanied by many ad 
vantages. It is based on the data in the 
accounts and therefore is all-inclusive. Ac- 
counts which relate to source and applica- 
tion of funds are split up into sectors which 


Q 
x 
= 


(1) a) (svt) 
61 
62 67 ) 
= (g$9°Z) 
f (set) er (zet ) PET £10, Ut 
BA T2002 lv ) 669°Z sores PN 
401709 syuous 
spung 10904 


2 


AgA ag se 


pun uopppuos PUD (J spskpoun ,fouopy fo mojJ,, UOSEADG MOD 


ere 


89 

in 

eiv- 

ha > 

the 
the 
an 
nd, 
e of 
ndi- 
10W. 
nain 

ash 
as 

en- 

r as 
ance 
both 

hich 

the 

Ise, 

t of 
cial : 

but | 

one 
s of 4 
ad- 
the 

Ac 


90 The Accounting Review 


are important for the financing of the 
Company. In this connection, not only 
the supplemental financing from the res- 
ervoir of balance sheet items but also the 
far more important basic financing from 
operations is taken into consideration. 
Principally, the relationship of the various 
sectors offers important information. A 
schedule based on regrouped balances can 
be prepared at any time including dates 
between regular closing dates. It is not 
necessary to close the accounts. Such a 
closing even delays the preparation of the 


financial flow statement because the ¢f. 
fect the deferred debits and credits have 
the financial income must be neutralized 
in any event. 

The timely presentation of the financial 
flow statement furnishes the creditor with 
an important control instrument and, for 
the financial management of the firm, is an 
unfailing control of the soundness and 
correctness of the budget. Finally it pro. 
vides a method of investigating the causes 
of variances. 
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CPA’S NEGLIGENCE, THIRD PARTIES 
AND THE FUTURE 


R. F. SALMONSON 
Assistant Professor, Michigan State University 


of what the future holds may be based 

upon current practicesor conditions. 
With respect to the independent certified 
public accountant’s legal responsibility to 
third parties, the applicable existing law 
may be briefly summarized as follows: 

1. Under the common law, accountants 
may be held liable to third parties for 
fraud. They may not be held liable to third 
parties for negligence, although a possible 
exception to this general rule may exist. 

2. Accountants may be held liable to 
third parties for negligence under provi- 
sions of the Securities Act of 1933, while 
the Securities and Exchange Act of 1934 
contains provisions for the possible imposi* 
tion of liability which are stated in terms 
similar to the common law’s fraud doc- 
trine.’ 

Under the common law’s fraud doctrine, 
the intent to deceive, necessary to support 
an action in fraud, has been inferred from 
the accountants’ grossly negligent conduct. 
The courts have called the accountants’ 
conduct grossly negligent when it included, 
among others, such acts as the refusal to 
see the obvious, reckless misstatement, in- 
sincere profession of opinion, blindness, 
closing the eyes to the obvious and blind- 
ly giving assent, a failure to investigate 
the doubtful when the records contained 
irregularities which should have aroused 
their suspicions, heedlessness and reckless 
disregard of consequences. 


LOGICAL foundation for any discussion 


law, see: Saul 


For a full discussion of the existing 
Levy, Accountants’ Legal Responsibility. (New York: 
American Institute of Accountants, 1954). For a sum- 
marized presentation of the characteristics of the vari- 
ous actions tried, see: R. F. Salmonson, “Third Party 
Actions Against Accountants,” THE ACCOUNTING RE- 
VIEW, July 1957, pp. 389-394. 


Negligence will be defined later. One 
point may, however, be noted. An impor- 
tant criterion used in distinguishing be- 
tween negligence and gross negligence is 
whether the accountants acted in good 
faith. . 

The brief statement of statutory law 
must be considered tentative due to the 
lack of judicial interpretation. 


Responsibility for Negligence in the Future 

The central thesis of this article is that 
some day in the future, accountants will 
be held legally responsible to third parties 
for negligence. Whether accountants agree 
or approve is entirely immaterial. The doc- 
trine that accountants may be held legally 
responsible to third parties for fraud was 
established and re-affirmed despite the 
protests of what appeared to be a majority 
of the public accounting profession. So 
shall the basis for the possible imposition 
of liability be expanded to include negli- 
gence. Before stating the reasons for this 
belief, it is necessary to develop more fully 
what may and should be the central char- 
acteristics of such a doctrine. 


Requirements for a Successful Action in 
Negligence 

The general principles governing the re- 
sponsibilities of any skilled person are con- 
cisely stated in the following oft-quoted 
passage from Cooley’s Torts: 

In all those employments where peculiar skill is 
requisite, if one offers his services, he is understood 
as holding himself out to the public as possessing 
the degree of skill commonly possessed by others 
in the same employment and if his pretensions are 


unfounded, he commits a species of fraud upon 
every man who employs him in reliance on his 
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public profession, But no man, whether skilled 
or unskilled, undertakes that the task he assumes 
shall be performed successfully, and without 
fault or error; he undertakes for good faith and 
integrity, but not for infallibility, and he is liable 
to his employer for negligence, bad faith, or dis- 
honesty, but not for losses consequent upon mere 
errors in judgement.? 


While the above principles are stated as 
being applicable to the accountant-client, 
but not to the accountant-third party, re- 
lationship, at least one of the above prin- 
ciples has been applied to the latter rela- 
tionship. Accountants may be held liable 
to third parties for bad faith. It is sub- 
mitted that, when legal responsibility for 
negligence is first recognized, the above 
general principles should and will be the 
governing principles in the accountant- 
third party relationship. Based upon these 
general principles, the common law will in 
the future hold an accountant legally re- 
sponsible to a third party if: 

(1) he failed to possess the degree of skill 
commonly possessed by accountants in 
general, which he represented himself as 
possessing, and 

(2) as a result of his failure to possess 
this degree of skill, or as a result of his fail- 
ure to exercise this skill with due profes- 
sional care in conducting his examination 
of, or in the expression of his opinion on, 
the client’s financial statements—such 
statements being an integral part of his 
opinion—his opinion was misleading in 
that it contained material misstatements 
or was misleading in its material omissions, 

(3) the third party proved that it had 
relied, and had acted in a reasonable man- 
ner in relying, upon the accountant’s opin- 
ion, and 

(4) the accountant’s misleading opinion 
was the proximate cause of the third par- 
ty’s proven loss. 


? Cooley on Torts, Vol. III (4th ed.: Chicago: Calla- 
than and Company, 1932), p. 335. 
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Comparison With Existing Law 


The conditions stated above differ in 
number of respects from the existing com. 
mon law. First, there is no condition 
stated requiring the third party to prow 
that it had a right to rely upon the ae. 
countant’s opinion. It is assumed that the 
general public has a right to rely upon ap 
accountant’s opinion. Although the court 
in the State Street Trust Company cag 
stated that the accountants owed a duty 
“to those who rely on the balance sheet,” 
it has generally been held that the third 
party must show that it was one whom the 
accountant could reasonably have fore 
seen as having been influenced by and act- 
ing upon his opinion.’ On the whole, this 
does not appear to be a highly significant 
difference since even under the existing 
common law an accountant may be held to 
owe a duty to an almost unlimited num- 
ber of persons. 

. Secondly, the above conditions state 
that the accountant’s negligence must be 
the proximate cause of the third party's 
loss. In other words, there must be a direct 
and causal relationship between negligence 
and loss. Under the existing common law, 
liability may be imposed even though 
the accountant’s fraudulent misrepresen- 
tations are not the sole inducing cause of 
the loss. This difference would allow the 
accountant to establish, where appropri- 
ate, the defense of contributory negligence. 

The final and most important difference 
is that the basis for imposition of liability 
would be expanded to include negligence. 
However, since the common law’s fraud 
doctrine is based upon gross negligence, 
the significance lies in distinguishing be- 
tween gross negligence and ordinary negli- 
gence. 

The courts’ descriptions of grossly negli- 

State Street Trust Com 


581, 243 N. Y. Su 
278 N. Y. 104, 15 


y v. Ernst. 251 App. Div. 
. 176 (ist at. 1937); reversed in 
. E. 2d 416 (1938). 
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gent conduct have been given above. Un- 
der a doctrine which holds that account- 
ants are legally responsible to third parties 
for negligence, the standards of care to 
which accountants must adhere would be 
higher. Whether an accountant’s conduct 
could be described as being negligent 
would always have to be determined after 
reference was made to what a reasonable, 
prudent accountant would, or would not, 
have done in the same or similar circum- 
stances. Specific reference would have to 
be made to the accounting profession’s 
standards and generally accepted prac- 
tices since a reasonable, prudent account- 
ant would undoubtedly adhere to or follow 
these. This does not mean that the ac- 
countant would automatically be held re- 
sponsible for every error, mistake or omis- 
sion in his opinion. It would have to be 
shown that his conduct was not in accord 
with his profession’s standards and prac- 
tices. And further, a Federal court has 
held that “it is not necessarily negligence 
to fail to reach, on a doubtful question, 
the same result that a court reaches after 
carefully weighing the conflicting opinions 
of equally honest and competent wit- 
nesses.”* Thus, an accountant would not 
be held responsible for mere errors of judg- 
ment. 

Several differences between the above 
conditions and statutory law, especially 
the 1933 Act, may be noted. The above 
conditions, as well as the SEC’s adminis- 
tration of the 1933 Act, call for the adher- 
ence to professional standards of care. The 
1933 Act lays down the standard of care 
as. being that which a reasonable man 
would exercise in the care of his own prop- 
erty. 

Under provisions of the 1933 Act, a 
third party, by experiencing a loss, is in 
effect given a prima facie case against the 


‘ Boston, etc. Canal Co. v. Seaboard Transportation 
Co. 270 Fed. 525, 529 (1921). 


accountant. The burden of proof is placed 
upon the accountant to show that his ac- 
tions were not the cause of the loss. The 
above conditions require the third party 
to prove that it acted reasonably in rely- 
ing upon the accountant’s opinion, that 
the opinion was misleading as a result of 
the accountant’s negligence, and that the 
third party’s proven loss was the result of 
proper reliance upon the misleading opin- 
ion. 

Why Legal Responsibility for Negligence? 

A number of reasons can be advanced 
for believing that accountants in the future 
may be held legally responsible to third 
parties for negligence. 

First, such a doctrine is apparently in 
accord with the desires and needs of a ma- 
jority of the persons in our society who are 
directly or indirectly the users of account- 
ants* opinions. This belief is based upon 
the extent to which the statutory law in 
the U.S. (Securities Act of 1933) and in 
England (Companies Act of 1948) goes be- 
yond the existing common law. Both of 
these acts contain provisions for the im- 
position of liability for negligence. Lawyers 
can cite numerous instances in history 
wherein statutes were enacted because so- 
ciety thought the common law failed to 
provide proper redress. 

Secondly, a sense of equity and justice 
demands that an accountant be held more 
strictly accountable for his actions. It is 
apparently possible, under the existing 
common law, for an accountant to be di- 
rectly and solely the cause of a third par- 
ty’s loss and yet not held legally responsi- 
ble therefor. This is neither equitable nor 
fair.® 

Thirdly, the trend of the common law 
itself is toward holding accountants legally 

‘Support for ths position can be found in Lord 
D s brilliant dissent in Candler v. Crane 


Christ- 
mas & Co. 2 K. B. 164 (1951); All E. R. 426 (1951); 
T. TL. R. 371 (1951). 
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responsible for negligence. The foundation 
has already been laid for an exception to 
the general rule of no responsibility to 
third parties for negligence. Accountants 
may be held liable for negligence if their 
opinions are secured for the primary bene- 
fit of the third party. 

Finally, as business becomes even more 
complex and as more people rely upon ac- 
countants’ opinions, the courts will need 
more clearly stated and defined profession- 
al standards and rules against which to 
compare an accountant’s conduct and 
opinion. Laymen’s standards should not be 
used in appraising professional conduct. 
This means that greater reliance will be 
placed upon the accounting profession’s 
standards. This is as it should be. Certain- 
ly the accounting profession should deter- 
mine what manner of conduct should be 
expected from its members. As greater 
weight is placed upon professional stand- 
ards, the differentiation drawn between 
gross negligence and ordinary negligence 
will tend to disappear. A crucial question 
in deciding an action will then be whether 
the accountant adhered to professional 
standards of care. 


Objections Invalid 


Undoubtedly many accountants will 
raise objections to the suggestion that they 
should be held legally responsible to third 
parties for negligence. Their objections 
would probably include one or more of the 
following. 

First, such a doctrine would place third 
parties in a position whereby they could 
reap the benefits of a contract without 
paying therefor. This is true, but it is also 
true under the existing fraud doctrine. 
Further, accountants have long recognized 
that although the client pays the bill it is 
the public which they serve, and, if it were 
not true, there would be much less valid 
reason for the profession’s existence. 
Secondly, holding accountants respon- 


sible for their negligence might subject 
them to a ruinous liability for a thought. 
less slip or blunder. Once again, this is also 
true. However, accountants have lived 
under this possibility for several decades 
under statutory law and history fails to 
record a single instance of the imposition 
of such a liability. Accountants have also 
lived under such a possible imposition of 
liability to the client for an even longer pe- 
riod of time. There are few, if any, indica- 
tions of such a liability being imposed. And 
finally, even under existing law there ex- 
ists the possibility that what an account- 
ant would call mere blunder a jury will call 
gross negligence, infer an intent to deceive 
therefrom, and impose a ruinous liability 
for fraud. 

A final objection might be that a doc- 
trine of responsibility for negligence would 
force an increase in fees to such an extent 
that they would become prohibitive and 
possibly bring about the demise of the pro- 
fession. This same objection was advanced 
during consideration of, and subsequent 
to passage of, the Securities Act of 1933. 
Passage of the 1933 Act did not bring 
about the demise, via prohibitive fees, of 
the accounting profession and neither will 
the common law’s formulation of a doc- 
trine of responsibility for negligence. An 
unsavory implication in this objection 
should be noted for those who advance it. 
Under a doctrine of responsibility for neg- 
ligence all that is required is adherence to 
the accounting profession’s standards. If 
such a doctrine would require an increase 
in fees, does it not imply that accountants 
are not now adhering to their profession’s 
standards? 

On the whole, the objections have little, 
if any, validity. Accountants are profes- 
sional men and should be required to ad- 
here to professional standards. Attention 
to the burden of consequences should not 
be allowed to prevent the meting out of 
justice. 
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Benefits Accruing 

Many accountants might, in their haste 
to voice objections, overlook some of the 
benefits accruing, not only to society in 
general, but to the profession, from a doc- 
trine holding them legally responsible for 
negligence. 

Such a doctrine should make third 
parties, because of a greater possibility 
of recovery of a loss from the parties re- 
sponsible therefor, even more willing to ac- 
cept the representations of the account- 
ants. The services of the accountant would 
thus become more valuable and sought 
than before. The flow of business and 
credit might be expedited with benefits ac- 
cruing to society in general as well as to 
the accountants. 

Acceptance by the courts of the account- 
ing profession’s standards as guides to ac- 
ceptable conduct in trying actions coming 
before them would surely increase the 
prestige of the profession and the author- 
ity of its standards. Surely no one would 
deny the accumulation of benefits to the 
profession from the enactment of the Fed- 
eral securities legislation. The SEC’s stress 
upon the profession’s independence stand- 
ard is an example of a benefit accruing 
from such legislation. Acceptance by the 
judiciary, under common law, of the pro- 
fession’s standards would give account- 
ants additional reason to assert an even 
greater degree of independence. 

In addition, such acceptance would 
mean the elimination of dual guides to 
acceptable conduct, which every account- 
ant should welcome. The SEC quickly 
recognized that the creation of a second 
set of standards, to be followed in report- 
ing to it, should, if at all possible, be 
avoided. Consequently, the Commission’s 
standards are virtually the same as those 
of the accounting profession. 

In corporation into the common law’s 
principles of the accounting profession’s 
standards should also assist juries in their 
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attempts to render verdicts. More clearly 
defined standards of acceptable conduct 
would be available against which they 
could compare the defendant accountant’s 
conduct. No longer would they be required 
to find a very hazy inferred intent to de- 
ceive. The standards of care to which ac- 
countants must adhere to fulfill their duty 
to third parties could be found in the 
clearly defined standards of the accounting 
profession. The possibility of an account- 
ant being held liable for fraud for what he 
thinks is negligence for which he is not re- 
sponsible would be eliminated. 

Under the existing common law, liability 
is essentially imposed for negligence, al- 
beit gross negligence traveling under the 
guise of fraud. Under a doctrine of re- 
sponsibility for negligence an accountant 
might be called a blunderer and be called 
upon to respond in damages. Within the 
framework of existing legal principles, it is 
possible that an accountant may be held 
to have made fraudulent representations 
and be forced to respond in damages for 
the very same conduct, which under a doc- 
trine of responsibility for negligence, 
would be called negligence. Certainly it is 
far less damaging to the reputation to be 
called a blunderer than a defrauder. 

To date, the third party actions against 
accountants have been decided upon 
whether an intent to deceive on the part of 
the accountants could be inferred, and not 
upon whether the accountants involved 
had adhered to their profession’s stand- 
ards. Thus, the possibility exists, although 
admittedly somewhat remote, that a jury 
of laymen might infer an intent to deceive 
from that which is generally accepted ac- 
counting practice. Such a possibility could 
not exist under a doctrine of responsibility 
for negligence since the primary criteria to 
be used in determining whether the ac- 
countants were negligent would be the ac- 
counting profession’s standards. 
Acceptance by the judiciary of the ac- 
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counting profession’s standards as the pri- 
mary criteria in deciding the negligence 
issue of a third party action should eventu- 
ally bring about a uniform, high degree of 
quality to the services rendered by ac- 
countants. This writer has heard the loan 
officer of a bank state “off the record” that 
the extent to which he was willing to rely 
upon a set of financial statements was in- 
fluenced considerably by the CPA firm 
which had examined them. Knowledge on 
the part of accountants that third parties 
have a right to, and do, expect a cautious, 
diligent adherence to the accounting pro- 
fession’s standards should help to elimi- 
nate the mental reservations concerning 
the reliability of the opinions of some 
firms. 

Common law recognition and use of the 
accounting profession’s standards should 
also bring about a constant re-examination 
of existing standards and practices. A doc- 
trine of responsibility for negligence should 
make accountants more cognizant of their 
duty of enlightening third parties. In 
every engagement undertaken where an 
opinion is to be expressed accountants 
would probably be more inquisitive. Is this 
in accordance with our professional stand- 
_ ards? What is generally accepted practice 


here? Undoubtedly other situations would 
be encountered where the question might 
be: Does following generally accepted 
practice fully disclose all pertinent facts? 
Constant attention to proper standards 
and practices cannot help but result in the 
formulation of new and better standards 
and practices, which in turn would result 
in even more informative and useful re 
ports to the public at large, upon which the 
accounting profession depends so heavily 
for its existence. 


Conclusion 


A preview of the future suggests forcibly 
that accountants may be held legally re. 
sponsible to third parties for negligence as 
well as fraud. It is not something to be 
feared; nor will it destroy the profession. It 
is something which the accounting profes- 
sion should gracefully accept as one of its 
professional attributes. The accounting 
profession is unique among professions. 
The services rendered by its members 
benefit those with whom there is no direct 
relationship. A truly professional man 
prides himself in his ability to fulfill the 
demands placed upon him by those he 
serves. Let not the accounting profession 
forget whom it serves. 
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Accounting Association’s “Account- 

ing and Reporting Standards for 
Corporate Financial Statements” adds 
force to the revival of an argument that 
has been called “the old chestnut of ac- 
counting,” by omitting the statement, 
found in the 1948 revision (and re-iterated 
in the 1950 Supplementary Statement 
No. 1 on Reserves), that depreciation re- 
serves should be deducted from the related 
asset account in the balance sheet. Those 
who advocate returning accumulated de- 
preciation to its former place on the right- 
hand side of the balance sheet have argued 
the matter almost exclusively from the 
standpoint of public utility opposition to 
net plant computation for rate-making 
purposes. It is believed that advantage 
should be taken of this revival to review 
the question by considering whether the 
off-set method of displaying depreciation 
reserves may not be wrong for general ac- 
counting purposes also. 

Even the most cursory study of corpo- 
rate annual reports will disclose that it is in- 
deed the overwhelming present day prac- 
tice to show accumulated depreciation as a 
deduction on the asset side of statements 
of financial condition. For the purposes of 
this discussion, for example, one hundred 
recent annual reports, chosen at random, 
were examined, ninety of them industrials 
and rails, and ten of them utilities. Of the 
former, only two, Du Pont and Canadian 
Pacific, showed accumulated depreciation 
on the right side of their balance sheets, 
and even seven of the ten utilities followed 
the accounting convention of showing it as 
an offset. Indeed, Rule 3-11 of S.E.C. 
Regulation S-X requires this procedure. 


T#: 1957 Revision of the American 


97 


With the exception of the aforemen- 
tioned public utility advocates, there are 
few indeed who champion the cause of 
placing accumulated depreciation among 
liabilities and capital. Yet, strangely 
enough, this almost universal acceptance 
of its display as an asset-offset has been 
accomplished with apparently little justi- 
fication, reasoning, or even discussion in 
the literature of the profession. Text 
writers almost without exception cover the 
point merely by pontifically decreeing that 
accumulated depreciation must be de- 
ducted from assets on the statements, or, 
if any reason whatever is given, it is usu- 
ally justified on the spurious ground that 
this reserve is a valuation account. 

The research bulletins of the American 
Institute of Certified Public Accountants 
practically avoid the issue as well, for 
their only references to the placement of 
the account on the financial statements is 
the assertion in Accounting Research 
Bulletin No. 34 that these reserves are 
“usually” deducted in the asset section of 
the balance sheet, and a notation in pass- 
ing, in a dissent to the major bulletin on 
depreciation (Chapter 9A of Accounting 
Research Bulletin No. 43) that the dis- 
senters believe that plant may continue 
to be carried in the balance sheet at histor- 
ical cost with deduction for depreciation 
based thereon. 

A truly careful analysis of the question, 
it is believed, will show that the practice of 
subtracting the so-called valuation ac- 
count from its associated asset did not 
arise as the result of any well thought out 
reasoning but, like Topsy, just sprang up. 
Furthermore, it will be the aim of this 
paper to raise the possibility that the 
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better theoretical arguments might actu- 
ally favor the display of accumulated de- 
preciation, even in general accounting, on 
the right-hand side of the balance sheet. 

The deduction of the depreciation re- 
serve from plant account can be traced 
back to the early “direct write-down” 
method, when the consistent and system- 
atic recording of depreciation was not 
understood. In years of good earnings, 
costs of fixed assets were written down by 
charges to Profit and Loss and direct 
credits to the fixed asset accounts. No 
such write-down was done in poor busi- 
ness years.’ The plant accounts thus 
showed arbitrary net figures which were 
neither cost nor value. 

Objections of accounting theorists to 
this unscientific method led to more sys- 
tematic amortization for depreciation as 
the concept became better understood. Be- 
cause it was recognized that some method 
of showing both original cost and the 
amount already charged off to depreciation 
was needed, the depreciation reserve was 
created.? It was by no means originally 
conceived of as an asset-offset, many 
accountants then believing it should be a 
right-hand item on the balance sheet, 
often for reasons as questionable as those 
of the present left-side advocates. 

Dickinson, for instance, said in 1917 
that the argument for including the pro- 
vision for depreciation on the liabilities 
side of the balance sheet was largely one of 
expediency, because in practice it had 
been found easier to bring home the im- 
portance of adequate provision when the 
amount so set aside from year to year was 
kept in evidence (rather than just dis- 
playing the net asset figure), and also be- 
cause the amount was necessarily an esti- 


1 Terborgh, G., “Realistic Depreciation Policy,” 


Chi.: Mach. & Allied Prod. Inst., 1954, p. 2, 12; Toder, 
E., “Why Depreciation Reserve Should Not Be De- 
ducted from Plant Account,” 18 Accountants Digest 
(Sept. 1952) 15. 

2 Toder, E., op. cit., pp. 15-16. 


mate only and at some time in the future 
involves the actual expenditure of a large 
part of the accumulated provision.’ Also of 
interest is a 1919 text which calls the valy. 
ation account for wear and tear, ‘“‘Depre- 
ciation Account,” a reduction from the 
fixed asset, but adds that ‘‘Reserve for De- 
preciation” is a bookkeeping transfer from 
surplus to conserve past profits to pur- 
chase new assets when the old one has been 
abandoned.‘ Certainly not too quaint an 
idea in the light of present day income tax 
depreciation problems! 

Many accountants in those early days, 
however, deducted the depreciation re- 
serve from the fixed asset on the state- 
ments because they had been used to 
showing the net plant figure under the old 
direct write-down method.® The emphasis 
on conservatism in the balance sheet, and 
the lack of true grasp of the going concern 
concept, contributed to the growth of this 
asset-offset convention for the display of 
accumulated depreciation.’ The confusion 
in the minds of so many text-writers, per- 
petuated in their works, in calling this ac- 
count a valuation reserve, rather than the 
cost of the fixed asset which has already 
been allocated to expense, indeed served to 
compound the difficulty and to solidify 
even more, without truly valid reason, the 
asset deduction method. 

In addition to the text authors, the 
rules of the Securities and Exchange Com- 
mission and of many other regulatory 
bodies lent the sanctity of the law to this 
convention which seems thus to have been 
born mainly of force of habit. The opinions 
of the judges in legal decisions of the 
courts on the subject, however, do not al- 
ways fully follow suit, although some of 

* Dickinson, A. L., Accounting Practice and Proce- 
dure, N. b Ronald Press, 1917, p. 45. 

Klein, J. J., Elements of Accounting, N. Y., 
1919, p. 195. 

5 Hasbrouck, i C., “The Public Utility’s View of 

Why the Net Plant Balance-Sheet Concept is Wrong,” 


94 Journal of Accountancy (1952) 462. 
* Hasbrouck, H. C., op. cit., p. 463. 
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them, it must be admitted, appear to show 
little true understanding of the problem. 
Cases can indeed be found where the 
judges actually refer to the depreciation 
reserve as a liability.’ This is usually the 
result of loose terminology and insufficient 
analysis of the question, however, just as 
in another decision the reserve is mis- 
takenly confused with a fund. 

In an opinion more squarely on the sub- 
ject of the placement of accumulated de- 
preciation in the statements, the court 
held that showing the reserve for deprecia- 
tion on the liability side, with no more 
specific label than the caption, “Re- 
serves,” could amount to a material mis- 
representation of the asset. But the judge 
added: ‘‘We are not called upon to deter- 
mine whether this (account) is properly de- 
scribed as a ‘reserve’ or to pass on the 
propriety in general of an accounting prac- 
tice which purports to show a necessary de- 
duction from assets by an addition to 
liabilities.” Thus this court, like so many 
textbook authors, insisted the reserve 
must be deducted from the assets, but as 
to giving any reasons why this should be 
so—“‘No comment.” 

While seldom appearing in print on the 
subject, when accounting theorists are 
goaded into justifying the net plant 
method of displaying accumulated depre- 
cation, most of their arguments seem to 
be quite negative in nature. In 1952, a 
special subcommittee of the Edison Elec- 
tric Institute and American Gas Associa- 
tion submitted an inquiry to a number of 
authorities in the accounting profession 
requesting the reasons or justification of 
the correspondents for presenting the re- 
serve for depreciation as a negative com- 


"In re Matthews Estate, 245 N. W. 122 (Wis. 1932); 
Cannon vs. Wiscasset Mills, 195 N. C. 119 (1928). 

* City of Columbus vs. P.U.C., 93 N.E. (2) 693 
(Ohio 1950). 

* United Oil Co. vs. Eager Trans. Co., 273 Mass. 375 
(1930); see also Lewis American Airways, Inc., 1 S.E.C. 
330 (1936) 
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ponent of fixed assets, as opposed to the 
showing of the reserve on the liability side 
of the balance sheet. The following argu- 
ments are based on the replies received by 
the committee in response to its inquiries.!° 
For one thing, some accountants assert 
the reserve should be deducted from the 
asset side of the balance sheet because it is 
the time-honored custom and one should 
conform to the accepted convention." 
But it has been shown that the custom 
grew up as an accidental vestige of an old 
accounting method, devised before the con- 
cept of depreciation was clearly under- 
stood. If the right-side showing of the re- 
serve might be a better presentation, a 
question which this paper attempts to 
pose, then why must we forever conform 
to a custom which does not seem to be too 
well justified from a theoretical stand- 
point? Accounting conventions are not 
laws of nature; they are merely an ex- 
pedient way of doing things and, if not 
satisfactory, can be changed. Accountants 
are more and more accepting such new 
concepts as LIFO and direct costing— 
who should they close their ears to the 
arguments of the right-side advocates? 
Another point accountants have raised, 
which seems similarly negative in nature, 
is that the emphasis on the offset method 
of showing accumulated depreciation 
makes it easier for the statistician since 
practically all statements employ this 
method and corporate reports are there- 
fore more comparable.” Even brushing 
aside the fact that the statements of one 
corporation are seldom truly comparable 
with those of another company, the point 
appears to be a weak one since, if all ac- 
countants were to accept a new principle 


10 Memoranda of the Sub-Committee of the Joint 
Special Committee on Uniform System of Accounts of 
Edison Electric Institute and the American Gas 
Association, dated March 18, 1952 and June 24, 1952. 
11 Memorandum of the Sub-Committee, March 18, 
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authorizing the placement of the deprecia- 
tion reserve on the right side, the statis- 
tician would find this equally satisfactory 
for his purposes. 

Another argument presented is that the 
offset method causes no damage.” This 
would hardly seem to be a suitable reason 
to justify an accounting principle. Further- 
more, it is believed the net plant method 
might cause considerable damage. The 
public utility opponents to this net plant 
accounting method insist that, since their 
rates are based on a fair return on a fair 
evaluation of their investment, showing 
the reserve as a deduction gives the false 
impression that the net asset figure repre- 
sents its value. Sometimes this deduction 
is even construed as a reduction in plant 
assets. Both misconceptions, the public 
utilities assert, can hurt the utility if rates 
are based on such a net figure.* When the 
depreciation reserve is deducted from the 
plant assets, the remainder represents the 
unallocated cost of these assets not yet 
charged to expense. If the utility has been 
operating at a loss or has not earned an 
adequate rate or return, these amounts 
charged for depreciation do not even repre- 
sent recovered costs.® 

Damage could also be done in the state- 
ments of the non-regulated corporations. 
The net asset figure, after deduction for 
depreciation, certainly gives the impres- 
sion to the average reader, not schooled in 
accounting theory, that this is now the 
true value of the asset.’® Indeed, the judge 
in the above-mentioned legal opinion 
stated specifically that failing to deduct 
the reserve from the asset could result in a 
misrepresentation of the latter’s value. 
Yet, since the depreciation charge is an al- 
location of cost over successive accounting 

18 Thid. 

4 Avery, H. G., “An Analysis of Missouri’s Utility 
Earnings and Rate Base Formula,” 30 AccouNTING 
Review (1955) 486; Hasbrouck, H. C., op. cit., p. 466. 

% Toder, E., op. cit., pp. 16-17; Hasbrouck, H. C., 


op. cit., p. 465. 
46 Hasbrouck, H. C., op. cit., p. 463. 
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periods, unrelated to occurrences affecting 
the changes in value of the asset, it might 
seem even more of a fraud to deduct these 
accumulated amortizations of cost as if 
the net figure then actually showed true 
value. 

A more convincing argument perhaps is 
Nhat the depreciation reserve is not a 
liability and thus does not belong among 
the liabilities.’ The public utility advo- 
cates of the method discussed herein insist 
that their companies have a liability to 
their stockholders and the public to main- 
tain the plant intact, and that the reserve 
for depreciation indicates that the com- 
pany’s liability in this regard amounts to 
the accumulated depreciation of the assets 
to date.® Such a reply might indeed be 
stretching a point, and perhaps does not 
apply to other companies beside utilities. 

But the right side of the balance sheet 
does not represent only liabilities. Rather 
it contains both liabilities and capital— 
accountabilities, equities of creditors and 
the proprietors in those things owned that 
appear on the asset side. One of these 
equities accounted for on the right side is 
that of profits or accretions of assets 
which have been withheld from the stock- 
holders, and not given out in dividends be- 
cause the corporation is retaining them for 
a purpose. The depreciation reserve cer- 
tainly has had the effect of retaining assets, 
generally through the cash flow, for the 
ultimate general purpose of eventually re- 
placing the plant. Surely surplus reserves 
are accountabilities or equities that belong 
on the liabilities and capital side. Accumu- 
lated depreciation is not too different from 
a surplus reserve (albeit it comes before 
profit measurement and not after), be 
cause failure to record depreciation costs 
over a period of years would overstate 


of the Sub-Committee, June 24, 
1952, p. 3. 

18 quist, W. E., “Public Utility Finance,” Chi.: 
A. W. Shaw Co. 1927, pp. 520-521; Avery. H. G., op. 
cit., p. 486. 
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profit and surplus, and tempt directors to 
dissipate assets in dividends. Because of its 
similarity to a surplus reserve and its pos- 
sibilities as a source of funds (to be more 
fully developed later), the depreciation re- 
serve, which is not a valuation account, 
indeed might have a place on the account- 
ability, or liabilities and capital side, of the 
palance sheet. 

A final argument of the offset advocates 
is that deduction of the reserve presents 
the figure for the net cost of the asset still 
remaining unamortized.’® While this may 
be true, it is not clear just what use this 
unallocated cost figure serves the reader of 
the statement. Might not the advantages 
of showing this net plant amount be out- 
weighed by the damage done by the mis- 
conception it fosters in the minds of the 
lay reader that it represents value? The 
cost shown alone on the assets side, were 
the “right-side” method adopted, would 
be consistent with a showing of other long 
term assets, permanent investments and 
intangibles at cost. Perhaps it might even- 
tually lead to the discarding of the highly 
questionable cost or market rule for the 
valuation of current assets so that these 
assets also could be shown at cost. It then 
should not take too long to educate even 
the lay reader to understand that balance 
sheet asset figures are costs only, and to 
discard the present misconception that 
they represent values. 

If the net plant figure must be known, 
the reserve on the right-hand side could be 
connected with its related asset by nota- 
tions similar to ‘see contra” or the mere 
name ‘accumulated depreciation of de- 
livery equipment,” for instance, which 
would obviously associate it with the asset 
delivery equipment. Thus, by a quick 
mental subtraction the unamortized cost 
could easily be ascertained by anyone 
actually wanting that figure. 


Memorandum of the Sub-Committee, June 24, 
1952, pp. 4-5. 
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So much for the arguments of those who 
favor the deduction of the reserve from 
the asset side. Now, what justification may 
be given for the suggestion that accumu- 
lated depreciation might better be shown 
on the right side of the balance sheet? The 
public utility arguments, that such a prac- 
tice would not result in the confiscatory 
rates that the net plant method does, 
would be less likely to affect the investment 
standing of the utility, and would not 
force them into an admission against their 
own interest, have been well presented in 
the many professional articles on the sub- 
ject and, whether or not they are valid, 
need no repetition here.”® Rather, this 
paper will concentrate on the question of 
the possible worth of the right-hand dis- 
play of accumulated depreciation by com- 
panies in non-regulated industries. 

In the first place, the accumulated de- 
preciation account, under today’s indus- 
trial conditions, can be thought of as more 
of a reserve for obsolescence than merely 
for depreciation. It may therefore be con- 
sidered, to a significant extent, somewhat 
in the nature of a reserve for contingencies. 
When queried as to why it displayed the 
account among liabilities and capital, an 
official of the DuPont Company based his 
reply almost entirely on this point, and in- 
sisted that this concept would seem to pro- 
vide a fundamental basis from the stand- 
point of accounting theory for showing the 
reserve on the right-hand side of the bal- 
ance sheet. 

In an address before the Economic Re- 
search Round Table of New York City in 
December 1956, A. B. Hossack, president 
of the American Appraisal Company, as- 
serted that a change in normal obsoles- 
cence is occurring that requires more rec- 
ognition by management. He cited several 
illustrations of substantial changes that 


] Toder, E., op. Avery, op. cit.; 
iation Accounting,” ccountants Digest 
(June 1948) 306. ‘ 
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have shortened the economic lives of the 
tools of production, and predicted this 
trend will be magnified in years to come. 
Among these were diesels for steam loco- 
motives, chemical fibres for cotton and 
even rayon, frozen foods instead of fresh 
or canned, steel stampings instead of cast- 
ings, automatic machinery for manually 
operated equipment, and the like. Most 
depreciable property is replaced due to 
obsolescence or inadequacy rather than 
wear and tear, he concluded, and since 
many items are not going to remain in 
service as long as their prototypes, changes 
must be recognized in the annual pro- 
vision for depreciation. 

One of the ways of emphasizing the 
obsolescence problem in the replacement 
of assets might indeed be to place accumu- 
lated depreciation with other reserves for 
contingencies on the right-hand side of the 
statement of financial position. This is 
especially true where accelerated methods 
of computing annual depreciation have 
been employed, because much of the argu- 
ment to justify acceleration is based on the 
anticipation of substantial plant retire- 
ments at some unknown date in the future 
as a result of obsolescence of processes and 
products due to advancing technology. 

This uncertainty of the life of fixed as- 
sets appears in none of the other assets 
subject to periodic cost allocation, such as 
prepaid insurance, bond discount, and 
others. The amortization of these items is 
certain, regular, and can be accurately 
computed, They are not subject to the un- 
predictability to which depreciable assets 
are addicted, so that their treatment as 
contingencies, as is suggested for accumu- 
lated depreciation, could not be justified 
on the basis of this argument. 

Depreciation was always an estimate— 
it is even more of an uncertainty in the 
dynamic industrial world of today. De- 
ducting depreciation from cost to give a 
net figure which has an illusion of value to 


the lay reader can present a definitely 
false impression. It might indeed be more 
realistic to show the original cost of the 
asset on the one hand, and the amount of 
that cost that has been recovered, or cash 
flow being retained from net profits and 
surplus, to cushion the shock of the as- 
set’s ultimate obsolescence and retirement, 
among the sources of funds on the other, or 
right-hand, side of the statement. 

This leads into the next point. The bal- 
ance sheet not only fails to display the 
value of fixed assets, but can no longer 
truly be said to show the net worth of the 
business. The financial condition of an 
enterprise, as shown on this statement, 
was always suspect because of the many 
estimates necessarily involved in the 
figures shown for assets. But that estima- 
tion is today compounded by such ae- 
counting methods as LIFO, direct costing, 
original rather than replacement cost, 
etc., so that the balance sheet figures have 
little relation with actual values. 

Rather, the statement of financial con- 
dition can be said to be in the main a sum- 
mary at a given date of the effect of previ- 
ous changes in its component parts— 
assets, liabilities and proprietorship. Put 
in another way, it displays, as of a certain 
moment of time, a cumulative compila- 
tion of the ways in which its funds have 
been employed and the sources from 
which these funds have been derived in 
the past.” 

When viewed as a statement of funds re- 
ceived and applied, from the date of the 
inception of the business to the date of the 
report, the placement of accumulated de- 


| preciation among the sources of funds is 
| quite reasonable. Indeed this was cited by 


officials of the Cleveland Electric Illumi- 
nating Company as a major justification 


1 Anthony, R. N., Management Accounting, Home- 
wood: R. D. Irwin, Inc. 1956, pp. 59-60; Goldberg, L., 
“The Funds Statement Reconsidered,”’ 26 ACCOUNTING 
Review (1951) 485. 
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for their corporation’s support of the posi- 
tion favoring right-hand display of the 
account. 

The basic accounting principle of show- 
ing fixed assets at cost on the balance 
sheet can readily be explained by con- 
sidering the asset figures as showing how 
the funds of the business have been used 
or invested. Similarly, viewing the right- 
hand side of the statement as disclosing 
the sources of funds makes the overall 
purpose of the balance sheet much more 
dear. The liability items show how much 
of the funds were obtained from creditors, 
short or long term, and the contributed 
capital figure indicates the extent to 
which funds were derived from stock- 
holder investment. Retained earnings, ac- 
cumulated from profits of past periods not 
dissipated in dividends, is another source 
of the funds employed by the enterprise. 
In a somewhat similar manner, accumu- 
lated depreciation has resulted in the re- 
tention of funds, not considered as profits 
and dispersed in dividends, and should be 
shown on the right-hand side among the 
sources of funds. 

It is true that depreciation involves the 
cost allocation of long term assets, a prob- 
lem of matching revenues of a period with 
the charges against those revenues. It is 
equally true, technically, that the charg- 
ing of depreciation does not actually pro- 
vide the funds. They are provided by the 
revenues from the sales of goods or serv- 
ices to customers. But if the revenues were 
sufficient to cover all costs, the depreci- 
ation reserve results in the retention or 
provision of funds because it prevents their 
disbursement as dividends. 

Terborgh says that not only is deprecia- 
tion normally the major source of business 
funds, but that it is especially important 
under the impact of our present high 
taxes. He explains that from the stand- 
point of its availability for capital invest- 
ment, a dollar reported as net income is 
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subject to twofold erosion. A large part of 
it goes as income tax and another portion 
is paid out as dividends, leaving for in- 
vestment by the firm only a minor fraction 
of the original dollar. But a dollar re- 
ported as depreciation remains intact, for 
it is tax free and normally unavailable for 


distribution in dividends. Therefore, a 
dollar of depreciation, from the standpoint 
of capital formation, is worth several dol- 
lars of taxable income.” 

While academicians may argue that de- 
preciation does not provide any funds,* 
business firms nevertheless make con- 
siderable use of the dollars so obtained. 
Over the past twelve years, for instance, 
the American Telephone & Telegraph 
Company has paid for some five billion 
dollars out of its sixteen billion dollar con- 
struction program out of accumulated de- 
preciation.* Indeed, depreciation allow- 
ances, or the funds they make available 
when earned, account for about half of the 
capital expenditures of American indus- 
try.* 

Certainly in the common parlance of the 
businessman, who must wrestle with the 
problem of obtaining capital, accumulated 
depreciation is very much a source of 
funds. Evidence of this can be seen in the 
increasing number of presidents’ letters 
and numerous charts in annual reports 
that now stress the importance of cash 
flow and point to a combination of earn- 
ings and depreciation charges as an indica- 
tion of business success. 

Thus, for instance, the president of the 
Dow Chemical Company, at the annual 
meeting of stockholders of that corpora- 
tion held in September 1957, discussed the 
growth of the firm by comparing figures of 


2 Terborgh, G., op. cit., p. 4. 
% Paton, W. A., “Depreciation and the Price Level,” 
23 ACCOUNTING Review (1948) 120; Davidson, S., 
tion and Profit Determination,” 25 Account- 
ING w (1950) 45. 
81 Forbes Magazine No. 1, 1958), p. 17. 
% Terborgh, G., op. cit., p. 4 
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1948 and 1957. He mentioned net earnings 
of $21 million in 1948 and $53 million in 
1957. But he stressed the point that de- 
preciation was $81 million in 1957 against 
only $14 million in 1948, so that total cash 
flow, which he described as internally 
generated cash, grew from $35 million to 
$134 million. He said that the amount 
actually left to do business with is deter- 
mined not by earnings alone, but by earn- 
ings plus reserves for depreciation and 
amortization. He emphasized that while a 
comparison of the company’s net earnings 
figure for the two years did not look too 
favorable, they had “‘earned a lot of plant” 
as well. 

The similarity between the annual 
funds statement and the balance sheet is 
not an identical one, of course, for the for- 
mer discloses fairly precisely the sources 
and uses of funds for a year—from one 
balance sheet to the next. The balance 
sheet itself represents the cumulative ef- 
fect of all these annual funds statements, 
so is not completely comparable. Thus, in 
a statement of sources and application of 
funds for a corporation for 1957 for in- 
stance, the sale of a fixed asset will show 
up as a source of funds for that year. Yet 
in the balance sheet for December 1957 the 
sale of that asset will not appear because, 
on a cumulative basis since the founding of 
the enterprise, the sale of that asset was 
not the source of funds. Rather, the source 
was investment by the owners, or a loan by 
creditors, and the fixed asset was merely a 
use to which it was temporarily put. By 
its sale, the asset freed the funds for other 
purposes—cash or other assets, to which 
it is now being used. 

Another question could also be raised 
with reference to the retirement of an 
asset. If the fixed asset were a use of funds 
and the accumulated depreciation con- 
sidered a source, as suggested here, what 
happens to the latter, in its capacity as a 
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source of funds, when the asset is retired 
and the asset and its associated reserye 
are removed from the balance sheet? This 
can perhaps best be answered by bringing 
out again that if no depreciation were ae. 
cumulated, net profits would be higher, s 
that the gross revenues of profit and de. 
preciation add to funds (as indeed, in the 
annual funds statement, depreciation ig 
added back to profit). While the deprecia- 
tion reserve is growing, the funds it retains 
are being used as cash or other assets. All 
this while the fixed asset itself is shown as 
a use of funds which were contributed by 
proprietorship or liabilities. When the as- 
set is retired it is no longer a use of funds 
which must be accounted for, and there- 
fore the old accumulated depreciation ac- 
count which was associated with it is no 
longer, on a cumulative basis, a source of 
funds. The original investment in the asset 
has been, through allocation of revenues, 
returned to the enterprise, and the state- 
ment now shows proprietorship or liabil- 
ities as the source of the other assets, 
cumulatively, which were previously f- 
nanced by the depreciation reserve de- 
vice. 

In summary, the off-set method of pre- 
senting accumulated depreciation in a bal- 
ance sheet is not too well justified because 
it arose mainly as the result of little true 
theoretical reasoning, and gives a false im- 
pression of value. On the other hand, the 
display of the account on the right-hand 
side of the statement might indeed empha- 
size its character as a reserve for the con- 


tingency of obsolescence, and as a source | 


of the funds the business has employed in 
investing in its assets, whose costs are 
shown on the left-hand side. 

The major purpose of accounting was 
for many years thought to be that of as- 
certaining net worth. As the conception of 
an entity as a going concern was better 
understood, the emphasis shifted so that 
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net income largely became the central 
point of focus for accounting. It would 
seem that in recent years, however, an- 
other change in its basic purpose seems 
gradually to be taking place as the signifi- 
cance of cash flow is being more and more 
appreciated by businessmen. In such a 
dimate, the statement of funds, and the 
construction of the balance sheet to give 
impetus to its interpretation as a possible 


cumulative funds statement, will probably 
assume greater importance. 

It is therefore urged that accountants 
re-examine the validity of the custom of 
net plant accounting on the balance sheet, 
and give once again some consideration to 
the possibility that, like the nets of the 
biblical fisherman, perhaps accumulated 
depreciation should be cast on the right- 
hand side. 
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J. LEE NICHOLSON: PIONEER COST ACCOUNTANT 


LEONARD W. HEIN 
Assistant Professor, Los Angeles State College 


in this country as the “father of cost 

accounting.” This quotation’ was 
introduced into a conversation among a 
group of CPAs. For a moment the result 
was only blank stares and lifted eyebrows, 
until one of the group ventured the ques- 
tion, ‘And who, may I ask, is J. Lee 
Nicholson?”’ 

This incident raises some important and 
thought provoking questions. Do we as a 
profession ignore our history and the 
achievements of those who created it? Are 
we solely interested in how-to-do-it gim- 
micks to the exclusion of historic facts and 
characters? A glance at accounting liter- 
ature would doubtless lead the casual ob- 
server to accuse us of interest only in the 
prosaic facts required by our day-to-day 
business life. Rarely do we print articles 
setting forth our history and explaining 
our traditions. 

Accounting is by no means a new pro- 
fession. There is evidence that men kept 
accounts as far back as we are able to find 
evidence of man’s ability to write. We can 
hardly doubt that he kept some kind of 
mental accounts even before that. But 
accounting as a profession in its modern 
sense is relatively young. Many of its 
traditions have been developed within the 
life span of men yet living. 

Accounting is a profession in ferment. 
Within this same life span its activity has 
gone from that of the mere keeper of books 
to that of an honored authority on the en- 
tire business sphere. Where it shall be 
after the next life span is anyone’s guess. 

The increase in scope of the profession 
has been more than paralleled by an in- 
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1 This statement was made by Dr. S. C. McLeod at 
the 1929 International Congress on Accounting. 


crease in the number of its members. Yet 
our colleges tend to train the neophyte 
only in the mechanisms of the profession, 
to the almost total exclusion of its history 
and traditions. This is particularly true in 
the area of undergraduate accounting edu- 
cation. 

Would familiarity with the achieve- 
ments of the accounting pioneers help 
weld us together into a more closely-knit 
group? It is an interesting thought and one 
which has great potentialities. 

Let us look at Major J. Lee Nicholson 
as an example. What did the Major do to 
earn the tribute quoted above? His con- 
tributions range from the writing of sig- 
nificant books to the founding of a great 
society, from the direction of a consulta- 
tion service to the role of university lec- 
turer, from an important position in ac- 
counting for business to an equally im- 
portant position in accounting for govern- 
ment. 

Major Nicholson was born in Trenton, 
New Jersey, in 1863, but spent his early 
life in Pittsburgh, Pennsylvania. Because 
of ill-health, he “‘retired’’ to California for 
the last two years of his life; he died in 
San Francisco on November 2, 1924. The 
word “retired”? must be used advisedly. 
This was the ostensible purpose of the 
move, but retirement was not for Nichol- 
son. His concept of “retirement” was to 
open an industrial engineering firm. These 
were sixty-one years of concentrated ac- 
counting achievement. ‘“‘The Major was 4 
fighter,” wrote Dr. McLeod.? life was 
a continuous warfare of conquest.” 

After his education in the public schools 


2 McLeod, S. C., “Major J. Lee Nicholson Dies Sud- 
denly in San Francisco,” N.A.C.A. Bulletin, November 
15, 1924. 
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and commercial colleges of Pittsburgh, 
Nicholson entered the business world as an 
ofice boy. By 1889 he had obtained a 
fairly broad experience in both the account- 
ing and selling ends of business. 

What makes a man choose the profes- 
sion in which he achieves distinction? So 
often it appears to be a mere quirk of fate. 
In Nicholson’s case, while he was working 
for the Pennsylvania Railroad, he was as- 
signed the duty of computing the cost of 
supplying water to the locomotives. This 
caused him to develop a taste for cost ac- 
counting and industrial engineering, the 
fields to which he devoted the rest of his 
life. 

In 1889, he decided to leave private em- 
ployment, and to open his own office in 
New York City as a practicing accountant 
and management consultant. The name of 
J. Lee Nicholson and Company became 
well known in the consulting and cost ac- 
counting fields. 

In addition to his primary occupation in 
the consulting field, Nicholson engaged in 
many important activities. From 1911 to 
1917, he lectured on cost accounting at 
both New York and Columbia Univer- 
sities. In 1917, he was appointed Chief of 
the Division of Cost Accounting of the 
Bureau of Foreign and Domestic Com- 
merce; in this post he was concerned with 
costs on war contracts. During the same 
period he acted asa consulting cost special- 
ist to the Federal Trade Commission. Late 
in 1917 he was commissioned a Major in 
the Ordnance Department, O.R.C. In this 
position he had the title of Supervising 
Accountant. 

Soon after the war, he moved to Chicago, 
Illinois, where he opened the J. Lee 
Nicholson Institute of Cost Accounting, 
Inc. The Institute offered both corre- 
spondence and residence instruction in cost 
accounting. It is significant to note that 
Major Nicholson felt keenly the need to 
train and was intensely interested in 
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training competent men for the profession. 
Dr. McLeod wrote in Nicholson’s obitu- 
ary that this work was dear to the Major, 
but that ill-health forced him to abandon 
it! 

Nicholson was active in many profes- 
sional organizations. He received the CPA 
certificate in New York in 1901, and be- 
came a member of the New York State 
Society of CPAs in 1902, in which he 
served as director and first vice-president. 
He joined the American Association of 
Public Accountants in 1906, and con- 
tinued as an active member of the Ameri- 
can Institute of Accountants after the 
change of name in 1916. 

But the name of Nicholson achieves its 
greatest prominence in relation to another 
great organization. Dr. McLeod wrote, 
“Mr. Nicholson was the founder of our 
Association and contributed a great deal 
to the development of cost accounting in 
the United States.’ Association” is 
the National Association of Accountants, 
of which Nicholson was the first president. 
In 1949, the Spot Club® presented a plaque 
to the N.A.A. commemorating Nichol- 
son’s contribution to the founding of that 
organization.® 

Nicholson contributed much to the 
literature of cost accounting. He was not a 
prolific writer, if his publications are com- 
pared with many from whose pens flow a 
steady stream of words. His books were, 
however, the standard references of their 
day, and they made a lasting contribution 
to the growing field of cost accounting. 
But the nature of accounting literature is 
such that those items of lasting value have 
been absorbed into the current literature. 
As a result it can hardly be said that his 
works stand out today as classics which 


3 Ibid. 

‘ International Congress on Accounting, op. cit. 

° The S, ot Club is an organization composed of past 
directors of the National Association of Ac- 


Vide. N.A.C.A. Bulletin, Sec. II. January, 1950. 
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must be read by every serious student of 
cost accounting. 

Nicholson was not always right in the 
light of present day standards. He was one 
of the champions of charging interest in in- 
vestment as a cost—a fight which was 
waged enthusiastically around the turn of 
the century and even through the early 
1920’s. He did not by any means originate 
this idea; M. Godard, a Frenchman, ad- 
vocated including interest on capital as an 
expense in profit and loss as early as 1827.’ 
But is this cause now dead? Some cost 
accountants even today advocate this 
charge as an aid to managerial decision.® 

Nicholson’s first important work (also 
his first publication, as far as the writer is 
able to ascertain) was Nicholson on Factory 
Organization and Costs.* Concerning this 
book, Dr. McLeod said, “It ought to be 
said in all fairness to Mr. Nicholson, be- 
fore his death he gravely regretted having 
written the book.”’° Dean Paul Garner of 
the University of Alabama would appear 
to disagree with this evaluation. He has 
referred to this book as a “comprehensive 
work,” and thought sufficiently highly of 
it to mention it at least twelve times in his 
own “comprehensive” work on the Evolu- 
tion of Cost Accounting to 1925.™ 

Nicholson’s 1909 volume was a compre- 
hensive work, covering most of the then 
known theories and practices of cost ac- 
counting; it included a number of “origi- 
nal” contributions made by the author. 
Nicholson’s partner in his consulting 
firm, John F. D. Rohrbach, said of it 
somewhat facetiously, ““My first introduc- 


7? Solomons, David, Studies im Costing (London: 
Sweet and Maxwell, Limited, 1952) p. 10. 

8 See, for example, Neuner, John J. W., Cost Account- 
ing Principles and Practice (Homewood, Illinois: 
Richard D. Irwin, Inc., 1954), pp. 266-268. 

® Nicholson, J. Lee, Nicholson on Factory Organiza- 
tion and Costs (New York: Kohl Technical Publishing 
Co., 1909. 410 pp.). 

1¢ International Congress on Accounting, op. cit. 

1 Garner, S. Paul, Evolution of Cost Accounting to 
1925 (University, Alabama: University of Alabama 
Press, 1954). 
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tion to cost accounting under Major 
Nicholson was with the item of material, 
Dr. McLeod mentioned Major Nichol. 
son’s first book. It was a large and heavy 
book. My first job was taking that ma. 
terial and delivering it to his customers, So 
I am acquainted with his first work on ma. 
terials.”* Mr. Rohrbach’s use of the word 
“material” presumably refers to Nichol- 
son’s preoccupation with the problems of 
accounting for inventory. 

The comprehensiveness of Nicholson’s 
book can perhaps be best illustrated by 
the fact that it contained illustrations of 
25 production order forms, 28 time ticket 
forms, and 14 pay roll sheets. These are 
merely selected examples. Each type of 
business form was presented in a very 
thorough manner, an unusual approach in 
any accounting discussion of the pre- 
World War I period. 

In attempting to evaluate Nicholson’s 
contributions, a modern theorist would 
probably be inclined to class him as a syn- 
thesizer rather than as an innovator. This 
is not to decry the process of synthesis—it 
is an important and necessary function— 
and Nicholson was a synthesizer par excel- 
lence. But he was, nevertheless, an inno- 
vator. His forte was to go just a little be- 
yond synthesis and to polish, to point up, 
to improve the work of his predecessors. 

There can be no doubt that these inno- 
vations did not always bear fruit. On oc- 
casion Nicholson would go off on tangents 
which have since been rejected by the ac- 
counting profession as either unacceptable 
or unusable. But to judge a man by his 
failures is to use the wrong criterion. As the 
saying goes, the only one who never fails is 
the one who never tries. 

Concerning Nicholson on Factory Organ- 
ization and Costs, S. Paul Garner cites 4 
number ofimportant contributions. Nichol- 
son, for instance, proposed a summary of 


12 International Congress on Accounting, op. cit. 
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requisitions as an aid in posting to stores 
ledgers and cost records.” In this same area 
ofaccounting for raw materials, Nicholson 
was an exponent of the use of a true per- 
petual inventory system. He did not origi- 
nate this idea, but brought it to a high 
stage of perfection, designing raw materials 
ledger cards which had spaces not only for 
amounts and values, but also for items re- 
ceived and requisitioned, with the balance 
on hand indicated. 

Garner credits Nicholson with the 
original development of the several 
methods of accounting for scrap (although 
some earlier pioneering work had been 
done in this area), and he feels that the 
works of subsequent writers are primarily 
elaborations of Nicholson’s treatment.“ 
In the differentiation of the uses of, and 
the accounting for job order costing and 
process costing, Nicholson was especially 
farsighted, missing only the now-taken-for- 
granted concept of equivalent production 
in the valuation of inventories and the cal- 
culation of the cost of goods sold. He was 
apparently the first individual to develop 
the concepts and comparative advantages 
of accounting for costs departmentally, on 
a cumulative or non-cumulative basis— 
that is, pyramided and-non-pyramided de- 
partmental costs.'® 

Nicholson on Factory Organization and 
Costs is a reflection of Nicholson the prac- 
titioner. It has the flavor of a handbook 
tather than of a textbook. It contains al- 
most a superfluity of illustrations and 
“how to” items to permit the reader to 
select the one most suitable for his use. 
His second major book, Cost Accounting— 
Theory and Practice,* appears to mirror, to 
@ certain degree, Nicholson the academi- 
cian, revealing the influence of his con- 


% Garner, op. cit., p. 97. 

“ Garner, op. cit., p. 301. 

* Garner, op. cit., p. 337. 

“Nicholson, J. L., Cost Accounting—Theory and 
Practice (New York: The Ronald Press Company, 
1913, 341 pp.). 
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tacts at New York and Columbia Univer- 
sities. It has the format of a textbook rather 
than of a handbook. It nevertheless re- 
veals the Nicholsonian genius for syn- 
thesis and growth. 

One of the most remarkable develop- 
ments in this volume is his distinction be- 
tween operating departments and service 
or indirect departments with respect to 
the allocation of overhead.’? Another his- 
torically important contribution is the in- 
tegration of the factory accounting with 
the general financial ledger through the 
use of reciprocal accounts.'® 

But Nicholson went well beyond the 
treatment of ‘“‘what are costs’ and “how 
to account for costs.” He was deeply inter- 
ested in factory organization as such, and 
in the relationship of the cost department 
with the other departments in a company. 
The reader can infer this emphasis from 
the “factory organization’’ part of the title 
of his first book. A large part of his con- 
sulting practice was devoted to problems 
of organization and management. 

His last work (apparently), titled Profit- 
able Management, is a little gem of only 117 
pages.’® Modern writers on management 
theory and practice would have to ex- 
amine it closely to find points not now 
being advocated in the current literature. 
It contains such recommendations as the 
costing of clerical and selling procedures, 
and the setting of standards as a means for 
comparison and control. Even today such 
procedures have not been widely adopted, 
although, since clerical costs are increasing 
at a faster rate than are factory costs, such 
control has much greater significance at 
the present time than it had in the early 
1920's,” 

He also understood the problems of 
profit analysis created by fluctuating price 


17 Garner, op. cit., p. 252. 
18 Garner, op. cit., pp. 271-2. 
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levels, and recommended a method of 
pricing cost of goods sold at current prices. 
However, he was not completely clear in 
this area as to whether he was advocating 
a procedure approximating the present 
concepts of Lifo or the concepts of Nifo.” 
His statement of procedure: “If the course 
were followed, purchases would be charged 
into stores at actual cost, and credited to 
the stores at replacement cost when with- 
drawn for use, the stores account being ad- 
justed for the difference,” appears to im- 
ply Nifo, since materials are charged to 
product at prices not yet experienced.” 
While Nifo has not yet found acceptance in 
the accounting profession, some account- 
ants feel that this procedure accomplishes 
all that Lifo does, without being afflicted 
with the time-lag created by Lifo. 

In an article published in Adminisira- 
tion, Nicholson set forth six points epit- 
omizing his concept of acceptable rela- 
tions between the cost department and 
other departments.” His first point, a 
simple one, was that harmony must exist 
between the cost department and other de- 
partments. Few would argue against this 
point, but how often is lack of harmony 
the rule? A conscious effort to eradicate 
these minor (and perhaps major) causes 
of disharmony would result in increased 
efficiency in, and utility of, the cost de- 
partment. 

Nicholson’s second point was that the 
cost accountant must supply the reports 
and type of reports desired and needed by 
the executives of the other departments. 
This stipulation emphasized the service 
nature of the cost department, and 
especially the concept that it should serv- 
ice all other departments. Nicholson al- 
ways stressed that “executives” should 
reach the level of foremanship. 

21 Nifo, of course, refers to next-in-first-out. 

op. cit., BR. 98-9. 

icholson, J. L., “Relation of Cost Department 


to Other Departments,” Administration, v. 1, January, 
1921, pp. 46-52. 
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The third point stressed was that the 
cost accountant must be diplomatic and 
tactful in his dealings with other execy. 
tives, but sufficiently forceful to uphold 
any necessary discipline. Modern thinking 
would essentially go along with this cop. 
cept early developed by Nicholson, except 
that the “forcefulness’”’ should be limited 
to the force of personality. The chief cost 
accountant should have no line authority 
other than within the cost department it- 
self. 

Nicholson believed that cost depart- 
ments should train foremen in the con 
cepts of overhead costs. His theory here 
was that foremen would control produe- 
tion, with their awareness of lowered unit 
costs through the spreading of fixed costs 
motivating them to greater production. 
Now that production planning and con- 
trol has largely been taken out of the hands 
of the foremen (Nicholson, in his book 
Profitable Management, strongly recom- 
mended a production planning depart- 
ment™), this theory loses much of its 
force, but this knowledge on the part of 
foremen still appears to be a desirable goal. 

Nicholson’s fifth and sixth points were 
that cost departments should supply the 
factory manager with comparative costs 
on labor, materials and overhead, on pro 
duction, and on inventories, and these de- 
partments should supply information to 
the sales departments on how costs will 
vary with sales volume. The purpose of 
this procedure is similar to the point con- 
cerning the education of foremen. If sales 
departments are shown how cost varies 
with volume, this relationship will be 
much more meaningful to them than 
merely stating that specified sales levels 
will result in certain excess capacity. 

While the foregoing remarks should give 
the reader a slight savoring of Nicholson’s 
contributions to the cost accounting pro 


Supra, pp. 59-62. 
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fession, they cannot convey his personal- 
ity. His friends and associates knew him as 
a genial but firm man. McLeod said of 
him, “He no sooner overcame one diffi- 
culty or achieved one ambition than he 
plunged onward to meet another. His am- 
bitions were never realized; they never 
could be. His joy in life came from the 
conquest, not in the contemplation of vic- 
tories gained. His face was always toward 
the heights.” 

McLeod related the following anecdote. 
“When he was living in Chicago, he had an 
engagement to speak to one of our chap- 
ters (N.A.C.A.). On the way to the train 
his taxi-cab collided with a truck, and he 
was thrown half-way through the glass 
front of the cab. He received two serious 
gashes on the head, and his arm was cut by 
flying glass right through his coat sleeve. 
The police requisitioned a private car and 
asked him which hospital he wanted to go 
to, but the Major rather indignantly re- 
plied, ‘Hospital nothing—drive me to the 
train, and to the train he went. Fortu- 
nately there happened to be a doctor on the 
train who patched him up. But he kept his 


% McLeod, Supra. 
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speaking engagement, and that was the 
way he lived his life.” 

During Management Week, shortly be- 
fore he died, he gave four talks as “‘his bit 
for the old N.A.C.A.” These consisted of a 
paper on ‘The Wage System and Its Rela- 
tion to Management”’ presented Tuesday 
night; a radio address on Wednesday con- 
cerning “Budget Control as One of the 
Functions of Management’’; on Thursday 
a speech on “Management” before the 
One Hundred Per Cent Club; and on 
Friday a paper before the American So- 
ciety of Mechanical Engineers on ‘The 
Management Function.’”’ This was his 
idea of a “bit”—he whose ill-health had 
forced him to go to California ‘‘to retire!” 

These were indeed sixty-one years of 
concentrated accounting achievement. The 
contemplation of this achievement strength- 
ens the conviction that the forgers of our 
traditions and our heritage should not be 
permitted to recede from our memories. 
Here was a flame which burned brightly on 
the accounting horizon. Shall we through 
neglect permit it to flicker and die? 


% Ibid. 
7 Ibid. 
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QUALIFICATIONS FOR ACCOUNTING STUDENTS 
TO MEET THE NEEDS OF BUSINESS FIRMS* 


Emory O. SONDEREGGER 


is dependent upon the requirements 

of the university, it would seem 
natural that businessmen should be able to 
voice their opinion as to how they would 
like an accountant to be educated. Up to 
the present time the presentation of these 
opinions from the future employers of 
accountants has been heard only indirectly 
through informal talks with those who di- 
rect the affairs of college life. The pres- 
entation of these informal ideas may not 
be representative of the business world, and 
may result in the pursuit of a curriculum 
for accountants which would not meet the 
needs of the majority of the business firms. 

It was the purpose of this study to pro- 
vide an outlet for the views of businessmen 
regarding that which they desire in an 
accountant who has just received his col- 
lege degree. It was hoped that it would 
make possible a greater understanding of 
the requirements of business by would-be 
accountants through direct replies in a 
questionnaire. The information provided 
by business came from representative 
firms which varied in size and type of 
product, and pertained to those types of 
business which were most interested in the 
employment of accountants. 

In determining the sample of businesses 
to which the questionnaire would be sent 
to obtain the views and ideas for this 
study, a particular classification of firms 
was made. These employers of accountants 
were placed in five groups: (1) industrial 
organizations, (2) public utilities and 
transportation companies, (3) financial 
institutions and insurance companies, (4) 
certified public accountants, and (5) 


* This is based on a Master’s thesis, Brigham 


Sis the future of men and business 
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Young University, 1957. 
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governmental agencies (Federal, state, 
and municipal). Within these five groups 
there were 450 businesses or agencies se. 
lected for circularization which included 
275 in industry, 35 in public utilities and 
transportation, 75 in finance and insur. 
ance, 50 in public accounting, and 15 in 
government. 

Theresponse tothe survey wasmost grati- 
fying and indicated an intense interest by 
potential employers as they replied to the 
15 questions contained in the survey, 
Those responding did not, in all cases, 
answer every question on the survey 
forms; however, the average percentage 
answering was 42.2%. 

Using these data obtained through the 
questionnaire from businessmen, an an- 
alysis was made of their desires as they 
employ accounting graduates as to char- 
acter traits, time to be spent in college, 
grades received while in college, specializa- 
tion within the accounting area, general 
education courses, general business 
courses, and accounting courses to be of- 
fered. 


FACTORS CONSIDERED IN DECISION 
TO EMPLOY 


One of the questions included in the 
survey was as follows: “In your decision 
to employ an accountant, how do you rate 
the following factors? (Indicate preference 
by use of percentage.)” The factors in this 
question were: (1) academic grade-point 
average, (2) extracurricular activity in 
civic, school, and church positions, (3) 
personality traits noticed in personal in- 
terviews, (4) recommendations of teach- 
ers and others, (5) internships and other 
accounting experience, and (6) others 
(specify). 
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Table 1 indicates that grades received 
during the college career are given the most 
consideration among the factors in decid- 
ing whether a particular student should be 
employed. The other considerations in 
order of importance are personality traits, 
internships and accounting experience, 
recommendations, extracurricular activ- 
ity, and others. 


TABLE 1 


Summary OF Ratinc Factors UsEp By BUSINESSES 
IN Empitoyinc ACCOUNTANTS 


Factor Percentage 
Academic grade-point 28.6 
Personality traits noticed in personal inter- aa 


Internships and other accounting experience 19.3 
Recommendations of teachers and others.. 13.5 
Extracurricular activity—civic and church 


* Discussion of the elements contained in this factor 
will be presented later. 


It is possible to make a comparison of 
how each of these business groups use 
these factors in arriving at the final de- 
cision to employ the accountant from the 
summary contained in Table 2. These 
factors are listed in this table in the same 
order as they appeared on the question- 
naire. Taking note of the small percentage 
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changes among these groups under each 
of these points, it is concluded that there 
is not a vast difference in the way one seg- 
ment of the business world proceeds in 
the use of factors to select an accountant 
as compared with any other segment. If 
the would-be accountant chooses a course 
of action which will give him a relatively 
high standing according to the ranking of 
these factors, he will be in a position at the 
time of graduation to obtain employment 
which will be satisfying and challenging 
to him. 


Academic Grade-Point Average 


Since the grade-point average receives 
the most consideration in employing an 
accountant, then the next step was to 
allow the businessmen to state the mini- 
mum acceptable grade. To obtain these 
data the following question was asked: 
“What is the lowest grade average ac- 
ceptable by your firm for new account- 
ants?” The question was followed by a 
listing of letter grades and the participants 
were required to circle one of them. 

Table 3 indicates the grades acceptable 
by the five different business groups in 
terms of a percentage grade and a letter 
grade. The public accountants and the 
public utilities and transportation com- 
panies placed the highest premium on an 
acceptable grade by setting a minimum 
of “Be,” 


TABLE 2 
ImporTANCE OF Factors In EmpLoymMent By Business Groups ON A PERCENTAGE BASIS 


Public Govern- 
Industrial Uitilities, Public Finance, 
Firms Transpor- Agenci Accountanis Insurance 
Grade-point average..................005 28.3 27.0 28.5 29.5 30.6 
activity. 11.1 9.3 2.5 11.2 
24.1 18.2 18.9 18.1 19.3 
Recommendations................-.-++++ 12.6 17.1 15.1 13.7 15.8 
ting experience................... 19.9 21.5 17.6 16.1 19.3 
o> den 100.0 100.0 100.0 100.0 100.0 
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TABLE 3 


Lowest GRADE AVERAGE FOR ACCOUNTANTS 
THAT IS ACCEPTABLE TO BUSINESS 


Percentage Letter 

Grade” Grade 
Certified public accountants... .. 80 B- 
Public utilities, transportation 

80 B- 
Financial institutions, insurance 

Governmental agencies.......... 78 C+ 
Industrial organizsiions......... 77 C+ 
78 C+ 


Personality Traits Noticed in Personal 
Interviews 


A student is subject to no closer scrutiny 
than when he is seated across a desk from 
an interviewer of a business firm. The fol- 
lowing traits are those which are being 
evaluated in these personal interviews: 
“(1) character (integrity), (2) intelligence, 
(3) judgment, (4) accuracy of observation, 
thought, and expression, (5) analytical 
ability, (6) breadth of knowledge, and (7) 
human relations (understanding).’* The 
recommendations to students, based on 
opinions of business firms, should be that 
their entire college life should be spent in 
developing these standards. 


Internships and Other Accounting Experi- 
ence 


It is felt by the profession that an in- 
ternship should come after most of the 
formal educational process has been com- 
pleted to be the most beneficial to the 
student and to the firm which may provide 
the training. Further comments indicate 
that the firms which participate in intern- 
ship programs have the responsibility of 
providing varied assignments, adequate 
supervision, and presentation of construc- 
tive criticism if they are to fulfill their pur- 
pose. Businessmen also state that part- 


1 Commission on Standards of Education and Expe- 


rience for Certified Public Accountants, Standards of 


Education and Experience for Certified Public Account- 
anis (Ann Arbor, Michigan, Bureau of Business Re- 
search, Univ. of Michigan, 1956), pp. 17-19. 
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time work, other than internships, ig of 
value, no matter when received, in making 
possible an easier transition from college 
to business. 


Recommendations of Teachers and Others 


The reply of one industrial organization 
summarizes the quesiion concerning these 
recommendations. “Recommendations are 
generally not too reliable a basis for hiring 
an applicant unless the person making the 
recommendation is personally known by 
the interviewer and is in a position to 
know whether or not the employee will fit 
in.” 
Extracurricular in Civic and 
Church Positions 


Activity 


The consideration given to extracur- 
ricular activity in civic and church posi- 
tions by business has been a major point 
of debate for a long period of time—not 
only in the field of accourting but in other 
academic fields. According to the data 
compiled from the businesses, this item 
was fifth in a group of six factors when 
using it in the determination of who will 
be added to the accounting staffs. Those 
who enter college with plans to major in 
the field of accounting should understand 
that there are four other factors moreim- 
portant than extracurricular activity to 
business leaders as they interview and 
evaluate the accounting student. 

In addition to the five previous factors 
enumerated and discussed, a category was 
provided for businessmen to indicate con- 
siderations which were of considerably 
less importance. These considerations were 
varied in nature, and as a result only a 
very small percentage could be applied 
to one factor in this miscellaneous group 
called “others.” Factors listed in the 
“others” group included potential, motiva- 
tion, amount of part-time work during 
college, future goals, and personal stabil- 
ity. 
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Meaning to Businessmen 


To the employers of graduates in ac- 
counting, these factors make possible a 
ration among the students that must 
be made if they are to have an efficient 
operation in their accounting departments. 
With this standard of measurement of a 
student’s value, they assume with some 
assurance that the person will have the 
qualifications described by Robert G. 
Knight, Vice President and Treasurer of 
the Walgren Company, in an article pub- 
lished in THe AccoUNTING REVIEW in 
1953: 

...a college graduate who intends to enter 
the accounting field should have developed four 
intellectual qualities which are among the char- 
acteristics of the educated mind, and all of which 
are essential to high level success in his chosen 
career. 

First—that of systematic, step-by-step rea- 
soning. 

Second—the capacity to select the relevant 
and the significant from masses of detail. 

Third—the ability to present findings clearly. 

Fourth—and by no means least in importance, 
the quality of imagination—the ability to visu- 
alize the abstract.” 


GENERAL EDUCATION IN THE 
ACCOUNTANT’S CURRICULUM 


What type of curriculum should be of- 
fered to prospective accountants? What 
balance should exist in the curriculum 
between technical and nontechnical 
courses? These questions have plagued 
educators in the accounting field since 
such courses were made available in the 
nation’s schools. 

A study by the Task Committee on 
Standards of Accounting Instruction of 
the American Accounting Association re- 
sulted in the compilation of a typical cur- 
riculum given in liberal arts, accounting, 
and general business to the accountant in 
the colleges and universities of the nation. 


*Robert G. Knight, “Accounting Education— 
From the Point of View of the Business Employer,” 
Tag Accountine Review, July, 1953, p. 343. 


Qualifications for Accounting Students 115 


This curriculum was presented to the 
businessmen in the questionnaire and they 
were asked to indicate their satisfaction 
or dissatisfaction to this course of study 
when compared with their needs. 

Table 4 shows the distribution of the 
replies as to preference in the non-business 
curriculum by percentage into three 
categories: (1) no change (satisfactory), 
(2) increase (desire additional hours), and 
(3) decrease (should have less hours). A 
majority was satisfied with the curriculum 
as it appears in Table 4 which would allow 
for 50% of the hours of study in college to 
be in liberal arts (non-business courses). 

If those suggesting no change are com- 
bined with those that desired an increase, 
there is an overwhelming majority that 
say the typical curriculum is the absolute 
minimum in general education, or that 
there should be an even greater number of 
hours required in the liberal arts. Follow- 
ing through with this suggestion from the 
businessmen, it is found that 98.3% 
wanted at least 9 hours of English com- 
position, 89.4% wanted 9 hours of English 
literature, 98.3% wanted 9 hours of eco- 
nomics, 98.3% wanted 9 hours of mathe- 


TABLE 4 


DISTRIBUTION CF REPLIES SHOWING PREFERENCE TO 
THE TyPicaL Non-Busmvess CURRICULUM 
(PERCENTAGE OF USABLE REPLIES) 


Typical Curriculum* 
ge crease crease 
Course ‘ene 
English Composition.. 9 60.0 38.3 1.7 
English Literature.... 9 81.1 8.3 10.6 
Economics........... 9 1.7 
Mathematics......... 9 74.4 23.9 1.7 
Natural Science. ..... 9 86.7 1.1 12.2 
Social Science........ 83.3 11.7 5.0 
History: ..........4. 5 85.0 12.8 2.2 
Public Speaking. ..... 3 54.4 45.0 
Electives............ 38 75.6 0 24.4 


* From study of Task Committee on Stan of 
Accounting Inst.uction of the American Accounting 
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matics, 87.8% wanted 9 hours of natural 
science, 95.0% wanted 6 hours of social 
science in addition to economics, 97.8% 
wanted 5 hours of history, 99.4% wanted 
3 hours of public speaking, and 75.6% 
wanted 38 hours of electives in non-busi- 
ness courses. Indications are that without 
added quality of instruction in English 
composition and public speaking these 
men would require one more course in each 
of these subjects. 

There was no other question in the sur- 
vey which exacted more comment from 
the respondents than did this one pertain- 
ing to the liberal arts—especially English 
composition and public speaking. The 
following quotations all point up the same 
weaknesses: 

Sometime during the four years one course de- 
signed to improve grammar should be provided. 
We find that the biggest deficiency in college 


graduates is the ability to read, write, and speak 
the English language. 


The accountant must not only be able to interpret 
figures, but must be able to convey his interpreta- 
tions to others either orally or through letter and 
report writing. Therefore, a greater stress should 
be put on English composition and public speak- 
ing. 


What is needed most is a ‘damn’ good course on 
how to get along with your fellow workers, and 
in addition a good ‘Dale Carnegie’ type course 
that brings out some personality. All colleges fail 
in this. 


We want accountants with managerial potential, 
therefore we want men with a broad outlook and 
as broad an education as possible in the time 
available. 


These objections by businessmen to the 
present educational requirements could be 
resolved by: (1) devoting 50% of the 
curriculum to liberal arts subjects (has 
been recommended by both the American 
Institute of Accountants and the Ameri- 
can Accounting Association along with 
other professional groups), (2) require 
additional English composition and public 
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speaking for accountants even when not, 
part of the general college requirements 
and (3) make use of the English and public 
speaking courses by requiring extensiye 
class participation in upper division ag. 
counting and other business courses along 
with term papers in commerce classes, 
The conclusion of these business leaders 
was that quarter hours in the liberal arts 
should be as follows: 


English Composition. ................... 13 hours 
32 


The curriculum proposed by business- 
men disagrees to an extent with that of the 
typical course of study which is being 
pursued by accountants in obtaining a 
general educational background. The dif- 
ferences between these two curricula are 
not so great as to remain unresolved; how- 
ever, it does require that educators take 
steps to provide an adequate background 
which would include added requirements 
in English and public speaking. 


ACCOUNTING COURSES IN THE 
CURRICULUM 


There are few people concerned with the 
teaching of accounting, who would say the 
learning of techniques in this field should 
be emphasized without regard to other 
courses available at the university level. 
Both of the professional groups organized 
on a national level agree that accounting 
courses should be limited to 25% of the 
total hours in the curriculum. If such 4 
balance is reached, then educators are one 
step nearer to the objectives set forth for 
an accountant by the Standards Rating 
Committee in achieving proficiency i 
accounting, and at the same time having 4 
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well-informed citizen and a well-rounded 
businessman. 

The question as to what should be in the 
accounting curriculum was asked in the 
survey to determine if the different busi- 
ness groups had the same basic needs for 
which the student should prepare. If this 
were not so, then it would require a po- 
tential accountant to determine rather 
early in his college studies with which 
business group he planned to become as- 
sociated and then organize his course on 
that basis. If, however, these groups have 
the same basic needs, then the student 
could proceed to obtain a general account- 
ing background which would suffice for all 
areas of the business world. 

This curriculum was presented to the 
businessmen in the questionnaire, and 
they were asked to indicate whether this 
course of study was satisfactory, or 
whether they would have it increased or 
decreased to meet their needs. Table 5 is a 
compilation of the replies of these busi- 
nesses and how they responded to this 
part of the typical curriculum. 


TABLE 5 


DIsTRIBUTION OF REPLIES SHOWING PREFERENCE AS 
TO THE TyPICAL ACCOUNTING CURRICULUM 
(PERCENTAGE OF USABLE REPLIES) 


Typical Curriculum* 
No In- De- 
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Quarter Change crease crease 
Hours 
— Account- 
96.6 2.8 0.6 
Account- 
| 96.6 2.8 0.6 
Accounting. 5 84.4 15.0 -6 
Cost Accounting... .. 5 63.3: 35.6 1.1 
Anditing............ 5 77.8 19.4 2.8 
Account- 
Additional Cost or 
Auditing.......... 6 81.7 13.9 4.4 
4) 


| 


*From study of Task Committee on Standards of 
unting Instruction of the American Accounting 
tion. 
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Taking the views from these business 
groups, it is possible to conclude that the 
largest number would accept the typical 
accounting curriculum as adequate in 
providing the technical knowledge which 
will be needed by the accountant to pro- 
gress satisfactorily in business. This pro- 
posed curriculum which the businesses 
would require in quarter hours of account- 
ing, then, would consist of the following: 


Elementary Accounting.................. 9 hours 
Intermediate Accounting................- 9 
Advanced Accounting.................... 5 
Income Tax Accounting.................. 5 


An examination of the replies according 
to the five business groups, rather than in 
total, does not reveal any great difference 
of one group in comparison to another 
concerning the hours given to a particular 
area in accounting. 

In this curriculum there are only five 
hours available for electives, and the 
course which was suggested the most for 
filling these five hours was in electronics 
as related to accounting. 

Taking into account the suggested elec- 
tives in accounting and the proposed busi- 
ness curriculum, there is established a 
course of study which is acceptable to busi- 
ness, which conforms to the courses typi- 
cally being taught in the colleges and 
universities, and is acceptable to the na- 
tional professional groups. 

Although the businessmen have ex- 
pressed approval of the accounting courses 
being taught in the colleges and have also 
said that they do not desire a program of 
specialization, they are not completely 
satisfied with all of the current practices 
in the teaching of the curriculum. Business 
has expressed its dissatisfaction at the 
manner in which accounting courses are 
presented to the students even when the 
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course comes within their proposed cur- 
riculum. 

It is the observation of business execu- 
tives that technical procedure is empha- 
sized to the extent that the student loses 
sight of the reasoning behind a given trans- 
action. The “why” of the accountant’s 
work is not made clear and he fails to see 
the relationships that exist among the 
various functions of the business organiza- 
tion. The thinking of businessmen con- 
cerning this problem is shown by this rep- 
resentative comment: 


The worst weakness of new personnel is to im- 
prove abilities and in accepting responsibilities. 
Therefore, there is a need to increase basic abili- 
ties rather than ‘technical know-how’—this can 
come later. Thus there is a need to develop more 
of a ‘thought’ approach to accounting rather than 
‘problem’. I would suggest as a senior course a 
seminar in accounting theory with considerable 
theory application and student participation. 


Educators are not unaware of this prob- 
lem of attaining quality in the instruction 
of accounting. They realize that there 
should be analysis of problems in or- 
ganization, production, marketing, finance 
and general management along with the 
technical aspects of accounting. They are 
also desirous that the courses introduce 
fundamental principles and theory, and 
that students be taught the uses that 
management has for the accounting in- 
formation which the accountant provides. 
Future educational procedures will in- 
dicate the degree to which this objective 
will become a reality. 


NON-ACCOUNTING BUSINESS COURSES IN 
THE CURRICULUM 


It is possible that a student could 
graduate in accounting, and from the time 
he received his diploma until his retire- 
ment limit himself to being a technician 
in his field. However, there are numerous 
indications that following such a path is 
not only frowned upon by businessmen, 


The Accounting Review 


but is not given the same financial cop- 
sideration or leadership status in business, 
It is expected that an accountant will have 
sufficient drive to go beyond the book. 
keeping function and achieve one of the 
varied supervisory positions in the op 
ganization. 

Those included in the survey were sent 
a listing of the courses which are usually 
being taught at the college level in the field 
of general business to determine their pref- 
erences of a general business curriculum, 
The results are shown in Table 6. 


TABLE 6 


DISTRIBUTION OF REPLIES SHOWING PREFERENCE AS 
TO THE TYPICAL GENERAL BusINEss CURRICULUM 
(PERCENTAGE OF USABLE REPLIES) 


Typical Curriculum* 


No In- De- 


Course Quarter Change crease crease 


Hours 
Corporation Finance.. 5 82.8 16.1 1.1 
Marketing........... 5 90.6 4.4 5.0 
Money and Banking.. 5 
Business Law........ 9 85.6 10.0 4.4 
20 77.2 22.8 
49 


* From study of Task Committee on Standards of 
Accounting Instruction of the American Accounting 
Association. 


The three most significant points to be 
noted in Table 6 are that (1) there is a 
small percentage of these businesses that 
desire a decrease in the course hours ex- 
cept for electives, and (2) approximately 
one-fourth of the firms would increase the 
number of hours for statistics, and (3) 
there are approximately one-fourth of the 
businesses that would decrease the elec- 
tives, apparently feeling that the other 
courses listed would give a sufficient gen- 
eral business background. 

Setting forth these general business 
requirements emphasizes that an ac- 
countant must be able to understand the 
function which he is performing in relation 
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toall other parts of the business operation. 
Those that are in the market for account- 
ants want to have courses included in the 
business curriculum which will integrate 
the knowledge gained from specific sub- 
jects into a whole pattern of thinking. This 
will give the student a perspective of the 
entire business organization. Having this 
perspective causes businessmen to believe 
that the accountant will perform better in 
his own sphere of activity. It is believed 
that this objective may be accomplished 
through the courses in this summary of 
what business leaders would require in 
the general business field. 


Corporation 5 hours 
Money and 5 


One executive has very adequately 
summarized the use and value of this cur- 
riculum in general business for the ac- 
countant. Mr. F. S. Slick, Controller of the 
Ohio Oil Company, had this to say when 
addressing a group of educators: 


...as to the so-called business subjects, it is 
recommended that in every possible way and in 
every course of study emphasis should be placed 
on the interpretation of theories and facts as they 
apply to business situations.... The passive 
reception of ideas and facts constitutes no edu- 
cation at all. Rephrased, let me say that no in- 
telligent person maintains that any amount of 
listening or remembering will produce an edu- 
cated man. The student must be forced to par- 
ticipate and to interject his own judgment and 
problem-solving abilities into all types of situa- 
tions, and the practice will give him confidence. 
... The challenge to produce the desired result 
is very great. 


Upon completion of the curriculum in 
liberal arts, accounting, and general busi- 
hess as recommended by business leaders, 

* F. S. Slick, “Industry and the Collegiate School of 
Business Administration.” Address delivered to the 


faculty of the College of Business Administration at 
Bowling Green State University, Bowling Green, Ohio. 
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the accountant will have completed 195 
quarter hours or 130 semester hours of 
college work. They believe that this 
program will provide them with a qualified 
accountant. 


EDUCATION BEYOND A BACHELOR OF 
SCIENCE DEGREE 


It is suggested here that the learning 
process has not been completed with the 
receipt of a diploma which states that the 
accounting major has been awarded a 
Baccalaureate Degree. 

There are at least four ways in which the 
accountant can continue the educational 
process after graduation: (1) additional 
formal college study—seek a higher de- 
gree, (2) through a formal training pro- 
gram provided by the business firms, (3) 
through on-the-job training under the 
employer’s direction, and (4) through 
one’s own program of self-improvement. 
Every graduate should pursue at least two 
of these learning processes if he is to be- 
come a leader in his field. 

These businessmen included in the sur- 
vey were asked to indicate whether an 
accounting student is qualified for posi- 
tions with their firms after four years of 
college study or whether additional formal 
education is needed to be acceptable. The 
compilation of their opinions is found in 
Table 7. 

TABLE 7 


PREFERENCE FOR ForMAL EpUCATION OF MORE 
THAN Four Years (PERCENTAGE 


OF USABLE REPLIES) 
More 
Four 
Group — Years 
Years Only 
Public utilities, transportation com- 

10.0 90.0 
Certified public accountants....... 9.5 90.5 
Industrial organizations........... 4.5 95.5 
Financial institutions, insurance 
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In Table 7 it is evident that over 90.% 
of the businesses responding to the survey 
felt that a four-year college course, assum- 
ing quality in instruction, is adequate in 
giving the accountant his educational 
background for employment. 

From the reports of the professional 
groups and articles written by individuals, 
it becomes apparent that educators are 
following the suggestions of the business 
minority; they are proposing that a five- 
year college program be adopted for those 
seeking to graduate in accounting. The 
leaders in accounting education are in 
opposition to the business groups that 
find a student with four years of academic 
training adequately trained to meet their 
needs. 

To see the emphasis being given by 
educators to a five-year college course, the 
following statement will suffice. Mr. Wil- 
lard J. Graham, Past President of the 
American Accounting Association, states: 

It is impossible, in four years, to get the 
necessary cultural background, the overall view 
of business organization, management, and con- 
trol, and the required specialized training in ac- 
counting. Several of the better collegiate schools 
of business have recognized this fact and are 
emphasizing a five-year program, following in the 
direction of the precedent long ago established by 
the other professions, such as law and medicine, 
which require as many as six or seven years or 
even longer for their required collegiate training.‘ 


The attainment of a higher degree has 
both advantages and disadvantages. Busi- 
nesses do consider a four-year course as 
being adequate in preparing an accountant 
for employment. There are, however, ap- 
proximately 50% of these firms which 
state that with additional formal college 
education there are greater possibilities 
for promotion and salary increases than 
would exist if an accountant held only a 
Degree of Bachelor of Science. 

If additional formal education becomes 


* Willard J. Graham, “Colleges and the Profession,” 
The Journal of Accountancy, February, 1956, p. 48. 


the objective, then the student must de 
cide whether to strive for an academic de. 
gree or for professional attainment. His 
course of study should lead him to a 
Master’s Degree or to a certificate in 
public accounting. It is only natural that 
the public accounting business group 
places more value upon the certification 
by passing the Uniform C.P.A. Examina- 
tion than they do upon academic achieve- 
ment. The other four groups indicate that 
there is one-half which give more weight to 
a certificate in public accounting and the 
other one-half place more value upon the 
academic degree. The accountant must 
make some choice as to where he will seek 
employment before he can decide which 
of these achievements will be of the most 
advantage to him. 

In deciding whether to continue formal 
education after completion of a four-year 
college course, consideration should be 
given to three factors: (1) businessmen 
believe that a Bachelor of Science Degree 
has qualified the student for employment; 
therefore, additional education is not 
needed (professional groups do not agree 
with businesses on this point), (2) if the 
accountant continues his educational pro- 
gram, although not required by business, 
he will find that 50% of the firms make 
possible added promotion possibilities and 
salary increases because of it, and (3) the 
student must give consideration to the 
type business with which he expects to be 
employed in order that he may follow a 
course which will either bring him a cer- 
tificate in public accounting or an addi- 
tional academic degree. 

Formal training programs have been 
developed mainly by the larger business 
organizations as another means of con- 
tinuing the educational process. Smaller 
firms have few of these programs because 
of the cost involved, and because the busi- 
ness operation is small enough to be under- 
stood by job rotation. Most of these 
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formal courses provided by business to 
new accountants are for the purpose of 
producing supervisory and managerial 
personnel. If the accountant is to learn 
only the ordinary functions within his 
department, it may be accomplished 
through on-the-job training. 

The objectives of these courses are the 
same as those on the college campus—to 
build for the accountant an educational 
background that will place him in a posi- 
tion where he is most likely to be success- 
ful. Surely this is a vital part of education 
after completion of college study. 

The other means of giving an accountant 
training in business, when the formal pro- 
gram is not used, is on-the-job training. 
It is believed that this type training is 
used by all businesses to some extent. 
Business organizations do not desire that 
an accountant learn one particular func- 
tion of the accounting department to 
which he would devote his time con- 
tinuously. Through on-the-job training 
the student may learn more than one of 
the functions in the department to which 
he will be assigned by a system of job 
rotation. It appears that such training is 
not ordinarily meant to build leadership 
ability, but rather to develop efficient 
performance of a small number of account- 
ing tasks. 

The fourth means suggested by which 
the educational process could be continued 
after receiving an academic degree is by 
self-improvement. With the other three 
suggestions there was some means to force 
aperson to gain knowledge—by scholastic 
requirements or an assurance of promo- 
tion. To improve one’s self, without hav- 
ing some outside force to encourage his 
efforts, is a worthy aim and one which 
businessmen do not fail to mention as 
part of the evaluation of employees. The 
opinion of some businessmen on this sub- 
ject is that if the accountant does not seek 
to improve himself by taking occasional 
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night school courses and to associate with 
other members of the profession in a dis- 
cussion of mutual problems, then he can 
hardly have enough interest in accounting 
to be promoted into positions of added 
responsibility. 

Most companies don’t pay much attention for 
long to those who are making no effort to expand 
their own capacities. What does the young man 
do who does display this effort? He demonstrates 
through day to day performance that he wants to 
get ahead. He does this by the time-honored 
method of working a little harder and a little 
longer than is expected. He shows that he is 
willing to pay the price of success not only by 
working hard at doing the job, but by thinking 
how he can do it a little better. He learns and 
develops himself by doing. He displays a keen 
desire to learn. He is interested in the job and 
this interest continually prods him to ask, why? 
... he doesn’t profess to know all the answers; 
he exhibits the humility and trained inquisitive- 
ness of an educated man.* 

EMPLOYMENT SITUATION 
FOR ACCOUNTANTS 


When accountants have completed their 
formal education, they would like to know 
of the demand for their specialty by busi- 
nesses and the financial remuneration 
which they may expect to receive. These 
graduates may have developed the factors 
which businessmen consider most im- 
portant in their decisions to employ and 
may have completed a curriculum of study 
which is satisfactory to these firms, but 
these efforts would be of little avail if there 
were few possibilities for employment. 

It was also desirable to find the number 
of students employed in this field by the 
businesses included in the survey. To ac- 
complish this the businessmen were asked 
this question: “How many new account- 
ants are employed by your firm each 
year?” From these responses it was de- 
termined that 55.2% of the businesses 
hired from 1 to 5 accountants each year, 
26.0% hired 6 to 15 accountants, 12.2% 


John Corson, “Managers Need Three Smart 
Teachers,” Nation’s Business, January, 1957, p. 80. 
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hired 16 to 50, 2.2% hired 51 to 100, 3.3% 
hired 101 to 500, and 1.1% hired from 501 
to 1,000 new accountants yearly. 

The number being employed by these 
businesses indicates to some extent the 
size of their accounting departments. Per- 
haps this may also serve as a guide as to 
the type and variety of work which the 
graduating senior would be doing with 
these organizations. From the comments 
of the smaller firms, it is evident that they 
expect to provide the accountant with a 
number of different assignments. He will 
be given a variety to the extent that he 
may be performing one-half the functions 
of the accounting department. 

In contrast, it is in the larger businesses 
where size becomes one of the blocks to 
efficiency, and to overcome this problem 
they desire the accountant to specialize in 
a particular phase of the accounting 
operations. General accounting will come 
in the small firms and specialization with 
the large firms. 

Because of the demand for accountants 
at the present time, there will be more than 
one offer for employment made by inter- 
viewers if the student is qualified. This 
being so, then there is a definite choice 
among the firms, and the choice will de- 
termine the type of work which will be 
performed. 

It is well known that there are only a 
small number of women in the accounting 
profession. The question is often asked 
whether more women would be employed 
in this profession if they obtained their 
college degrees in accounting. No doubt 
there are a number of women who enter 
the universities who would follow this 
course of study if they had some assurance 
of future possibilities for employment. It 
was found that an average of 68.9% of 
those questioned said that they did have 
openings for women as accountants. 

It should not be concluded, that because 
two-thirds of the businesses said they have 
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openings, that this means women would 
automatically be employed when applying 
to these organizations. These businessmen 
admit that the number of openings for 
women accountants is limited, and they 
must use discrimination in placing them jn 
positions in the accounting department, 
but the possibility is still there for them, 

There is usually a close relationship in 
the minds of students between the demand 
for accountants, both men and women, and 
the salary which they can expect as they 
are interviewed by the business organiza- 
tions. This relationship not only exists in 
the student’s minds but in actual prac- 
tice. For the past two years those repre- 
senting business have offered approxi- 
mately $300.00 per year more to the ac- 
counting graduate than in a previous year— 
the demand for accountants is increasing. 

The salaries paid, tabulated by total re- 
spondents, indicates a wide range between 
the low of $225.00 per month and the high 
of $500.00 for an accountant with a Degree 
of Bachelor of Science. The tabulation was 
made by establishing progressive classes of 
$50.00 each; however, for the purpose of 
analysis the midpoint of these classes was 
used. Of the replies there was 1 firm which 
paid $225.00 per month for an accountant 
who has completed four years of college 
work, 26 paid $275.00 for accountants, 47 
paid $325.00, 73 paid $375.00 per month, 
30 paid $425.00, and 6 paid $475.00 for 
those who had just graduated in this field. 

Additional tabulation by the five busi- 
ness groups indicated that the average 
salary paid for an accountant was $359.00 
per month for all of those replying to the 
questionnaire. How these groups compare 
separately with this average can be seen in 
Table 8. 

It is believed that if the salary of an ac- 
countant were calculated for firms organ- 
ized only on a national level the average 
would be somewhat higher. Although this 
average for a particular segment of the 
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market would be higher, there is evidence 
that the same ranking would still exist 
among the firms. For example, the indus- 
trial organizations of national scope would 
still be paying the highest average monthly 
salary, and financial institutions and in- 
surance companies would still rank last in 
compensating the accountant for his ef- 
forts. 

After the accounting graduate decides 
with which firm he will accept employment 
through evaluating such factors as salary, 
promotion possibilities, type of accounting 
to be done, and his own qualifications, he 
naturally would like to know the work he 
will be doing when he begins his employ- 
ment for the business organization. 


TABLE 8 


Satarres Pam TO BEGINNING ACCOUNTANTS 
BY BusrNess 


Average 

Group Salary 
per Month 

Industrial organizations................. $373.00 


Public utilities, transportation companies.. 360.00 


Governmental agencies.................. 336.00 
Certified public accountants............. 330.00 
Financial institutions, insurance companies. 306.00 


The replies to this question of first-job 
assignment may surprise some students, 
who after completing forty or more quarter 
hours of accounting plus the remaining 
courses in the curriculum, are convinced 
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that a business could do nothing else but 
place them in a responsible position the 
first day that they report to work. The fact 
remains that there is a learning process 
connected with a business operation that 
must be mastered before the direction of it 
is turned over to the new accountant. The 
new employee will not be directing part of 
the business operation, but rather will be 
learning it. To see the nature of the first 
jobs of an accountant, it will be best to 
present comments from a businessman. A 
representative of industry says: 

Generally hired as an accounting clerk or junior 
accountant to perform routine repetitious tasks 
in a specialized accounting department, such as 
payroll, accounts payable, cost, auditing, budget, 
etc. May compile details in support of one or more 
standard monthly accounting entries, make 
simple analyses of certain accounts, post sub- 
ledgers, compile statistics, assemble vouchers for 
payment, prepare bank reconciliations, count 
inventory, etc. 


Perhaps when a would-be accountant 
finds what his first-job assignment will be, 
he may not be as anxious to enter the pro- 
fession. The jobs listed here are those 
which must be performed in every organi- 
zation, and what better person to do them 
than the beginning accountant who must 
prove that he can complete the meager 
tasks well before moving up the ladder of 
responsibility. A working knowledge of 
business operations must usually be at- 
tained by starting at the bottom. 
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REPORT OF THE ANNUAL CONVENTION 


Carson Cox 
Secretary-Treasurer 


HE 1958 annual meeting of the Amer- 

ican Accounting Association offered 

an ideal opportunity to combine a 
first-class vacation trip with the meeting of 
friends and members of the Association. It 
was held on August 25, 26, and 27 in 
Syracuse, New York, with the College of 
Business Administration, Syracuse Uni- 
versity, as hosts. 

Special activities of the ladies’ program 
included tours of the Onondaga Pottery 
Company (Syracuse China), the Televi- 
sion Receiver Division of General Electric 
Company, the campus of Syracuse Univer- 
sity, and the Oneida Community Silver 
plant, with luncheons and entertainment 
at the Sims Dining Hall and Drumlins 
Country Club. Activities of the children in- 
cluded visits to the studios of WSYR-TV, 
French Fort, Salt Museum, and Griffiss 
Air Force Base, with a box picnic lunch in 
a city park and luncheon in the air force 
base cafeteria. 

Major subjects covered at the sessions of 
the convention were: 

1. “Attracting Superior Students to Account- 

ing” 

yk “More Efficient Utilization of Teaching 

Staff” 
3. “Professional Education in Accounting” 
4. “Evaluation of ‘Accounting and Reporting 
Standards for Corporate Financial State- 
ments, 1957 Revision’ ” 

5. “Accounting Aspects of Mergers and Com- 

binations” 

6. “Impact of Income Tax Allocation on Fi- 

nancial Reporting” 

7. “Accounting Reports for Investors” 


The round table topics were as follows: 


1. “The Ideal Doctoral Program in Account- 
ing” 

2. “National Income Accounting 
Curriculum” 

3. “Allocating Joint Costs” 


in the 


. “Responsibilities of the AAA in Attracting 
Students” 

. “LIFO vs. Traditional Inventory Methods” 

. “Pros and Cons of Direct Costing” 

. “Problems of Faculty Residencies” 

. “Opportunities for Women in Accounting” 

. “Electronic Data Processing in the Under. 
graduate Curriculum” 


At the luncheon on Tuesday, Mr. Ken- 
neth G. Bartlett, Vice-President of 
Syracuse University, made a welcoming 
address, and Alvin R. Jennings, President 
of American Institute of Certified Public 
Accountants, spoke on “Accounting Re- 
search.” President Niswonger announced 
the establishment of the American Ac- 
counting Association Fellowship Program. 
The first contribution to this program was 
made by Haskins & Sells Foundation. 
Arthur B. Foye, representing the Founda- 
tion presented a check for $25,000 to 
President Niswonger. 

At the luncheon and business meeting on 
Wednesday, with President C. R. Nis 
wonger presiding, brief reports were given 
by the Editor regarding THe AccounTING 
Review, by the Secretary-Treasurer re- 
garding finances and membership statis- 
tics, and by the Director of Research con- 
cerning the Association’s activity in this 
area. 

At the conclusion of the Editor’s re 
port C. A. Moyer, University of Illinois, 
presented the following resolution: 


WHEREAS, Frank P. Smith has been the e- 
teemed Editor of THe Accountinc Review for 
ten years, and during this period has devoted 
much of his energy, time, and ability to its con- 
tinuing improvement and expansion, and 

WHEREAS, his untiring efforts as Editor have 
resulted in considerable distinction for THE 
ACCOUNTING REVIEW and its recognition as 
scholarly journal, and have represented a most 
important contribution to the educational at- 
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Annual Convention 


tivities of the American Accounting Association, 

now therefore be it 

RESOLVED, that the American Accounting 

Association in this meeting of August 27, 1958 
ress its gratitude and sincere appreciation for 

his valuable services as Editor during the past 


decade. 
The resolution was approved by a voice 
vote and Editor Frank P. Smith was pre- 
sented with a framed copy of the resolution. 
The report of the Committee on Nomina- 
tions (John A. White, Robert L. Dixon, 
Willard J. Graham, George R. Husband, 
and Sidney G. Winter) was presented by 
Chairman White: 


President : 

Martin L. Black, Jr., Duke University 
Vice-Presidents: 

Robert N. Anthony, Harvard Busi- 
ness School 

Thomas D. Flynn, Arthur Young& Co. 

Gilbert P. Maynard, University of 
Iowa 

Rufus Wixon, Jr., University of Penn- 
sylvania 
Secretary-Treasurer: 

Carson Cox, Ohio State University 
Editor: 

Robert K. Mautz, 
Illinois 
Director of Research: 

A. B. Carson, University of California 
at Los Angeles 


University of 


A motion was made from the floor and 
carried accepting the report of the Com- 
mittee on Nominations and instructing the 
Secretary-Treasurer to cast a unanimous 
ballot for election of the above-named 
persons. 

President Niswonger reviewed his ac- 
tivities during the year, and also sum- 
marized the work of the Association Com- 
mittees. 

The report of the Committee on By- 
laws (Willard Graham, Russell Hassler, 
and John A. White) was made by Mr. 
Hassler. 
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Proposed Amendment 

Section III of the by-laws now states, in part, 
“The officers of the Association shall be a Presi- 
dent, four Vice-Presidents, a Secretary-Treasurer, 
an Editor, and a Director of Research.” 

The Committee on By-Laws hereby moves 
that this portion of Section III be amended to 
read “The officers of the Association shall be a 
President, President-Elect, four Vice-Presidents, a 
Secretary-Treasurer, an Editor, and a Director of 
Research.” 

Section III of the by-laws now states in part, 
“The administration of the affairs of the Associa- 
tion, except as otherwise provided herein, shall be 
vested in an Executive Committee consisting of 
the officers and the three ex-presidents last holding 
office.” 

The Committee on By-Laws hereby moves that 
this portion of Section III be amended to read 
“The administration of the affairs of the Associa- 
tion, except as otherwise provided herein, shall be 
vested in an Executive Committee consisting of 
the officers and the two ex-presidents last holding 
office. The limitation of terms of ex-presidents to 
two years shall become effective with the first 
president-elect.” 


Justification for the Amendment 


The proposed amendment makes it possible for 
the President-Elect to be a member of the Execu- 
tive Committee for a year prior to taking office 
and thus familiarize himself with the affairs of the 
Association. 

After this amendment is effective past-presi- 
dents will serve only two years instead of three 
years as is current practice. 

The other portions of the by-laws which per- 
tain to the election of officers and their duties and 
the composition and operation of the Executive 
Committee are not changed. 


This motion was seconded from the floor 
and passed on a voice vote. 

After the banquet on Wednesday eve- 
ning, President Niswonger introduced the 
members of the Committee on Convention 
Arrangements, the Ladies’ Program Com- 
mittee, and the persons seated at the 
speaker’s table, including President-Elect 
Martin L. Black, Jr., who made a brief 
acceptance speech. 

A highlight of the banquet session was 
the presentation to Eric Kohler of the 
Alpha Kappa Psi award for unusual and 
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meritorious service in the field of ac- 
countancy. The presentation was made by 
Willard J. Graham, member of the Board 
of Directors of the Alpha Kappa Psi 
Foundation. President Niswonger then 
asked Professor Walter Kell to preside dur- 
ing the entertainment part of the program, 
which featured an organist and a soloist. 
The Association is greatly indebted to 
the Committee on Arrangements and the 
Ladies Program Committee for the ex- 
cellent facilities and arrangements made 
for us. We would like to express our sincere 
appreciation to all the staff members of the 


College of Business Administration, Syr- 
acuse University, and especially to the 
committee members listed below: 


Professor and Mrs. Walter G. Kell 
Professor and Mrs. John T. Burke 
Professor and Mrs. Robert J. Dermody 
Professor and Mrs. Frank Gammardella 
Professor and Mrs. Evroul S. Germain 
Professor and Mrs. Wilber C. Haseman 
Professor and Mrs. Donald A. Lux 
Professor and Mrs. Hans C. Todt 
Dean and Mrs. William T. Jerome III 
Professor Horace J. Landry 

Miss Eleanor Ludwig 
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THE TEACHERS’ CLINIC 


A. B. CARSON 


Eprror’s Note: This section of THE AccounTING Review is devoted to matters of 


education, or dealing with techniques of accounting instruction, is invited. Ad 


ing instructors. The contribution of articles bearing on the nature and pu of various types of accoun: 
all Car 


correspondence to A. B. Car- 


son, School of Business Administration, University of California, Los Angeles 24, California. 


THE FUNDS STATEMENT AS AN ANALYSIS TOOL 


WILLIARD E. STONE 
University of Pennsylvania 


There is reason to contend that most 
accounting textbooks and, very probably, 
most accounting instructors, place too 
much emphasis on the mechanics of the 
preparation of a source and application of 
funds statement, and give too little atten- 
tion to the use and value of this statement. 
It is pertinent to re-examine this statement 
from the viewpoint of those for whom it is 
prepared—the financial analyst and the 
management of the business. 


FINANCIAL ANALYSIS 
Distribution of Net Income 


Basically the funds statement presents 
the story of what happened to the funds 
provided by net income. For a small busi- 
ness an analysis of net income disposition 
is often helpful to prove to the owner that 
the profit on which the income tax is com- 
puted has actually been earned. All prac- 
ticing accountants are familiar with the 
complaint, “You tell me my profit for the 
year is $18,000, but I have less money in 
the bank than I had at the beginning of the 
year.” The best answer to this cry is a 
simple statement showing how much the 
owner spent for new equipment, withdrew 
for personal use, used to increase inven- 
tories, etc., until the disposition of the en- 
tire reported net income has been ex- 
plained. 

In the large corporation this type of 
analysis is equally informative but much 
more difficult to make. Large amounts of 
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new funds flow into the business in addi- 
tion to those provided by the net income. 
The profit story is complicated by the 
effects of stockholders, contributions for 
capital stock, borrowings through sale of 
bonds, and internal movements of the 
assets caused by depreciation, sale of plant 
and equipment items, and the write-off of 
long-term intangibles. All these and many 
other factors must be considered in at- 
tempting to explain what happened to the 
annual net income. The funds statement 
presents these factors in an understandable 
fashion. 


Working Capital Changes 


To the small business man it is best, 
perhaps, to make this profit disposition ex- 
planation in terms of cash. In the case of a 
large corporation, however, the balance 
sheet contains many varied current assets 
and current liabilities. To present a cash 
analysis of asset changes would involve so 
many items that such a statement would 
do little to clarify the picture of the move- 
ment of funds within the business. More- 
over, the change in the cash position alone 
is not a true measure of changes in the 
firm’s liquidity. The funds statement, 
therefore, utilizes working capital as its 
“funds.” 

The funds statement discloses in a 
single figure the year’s net increase or de- 
crease in liquidity position. By further 
analysis this change can be appraised and 
related to other items of the statement. 
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What has been the effect of plant expan- 
sion upon the company’s current position? 
Has an increase in working capital been 
accomplished through impairment of im- 
portant working assets such as securities 
formerly held for a business purpose? Is a 
permanent increase in working capital in- 
dicated? Has the increase in working capi- 
tal over the past few years been financed 
through borrowings or internally by the re- 
tention of earnings? The answers to these 
and similar questions are readily available 
in the funds statement. 


Impact of Dividends 


The amount declared as dividends, pre- 
ferred and common, is clearly set forth in 
the funds statement. More important than 
the absolute amount of such dividends, 
however, is their relative significance. 
What proportion of the available funds 
were used to pay dividends? What per- 
centage of net income was consumed by 
preferred stock dividends? By common 
stock dividends? Does an accompanying in- 
crease in long term debt indicate that cur- 
rent dividends were paid at the expense of 
future operations? Has the dividend 
policy been detrimental to the company’s 
working capital position? What has been 
the effect of dividend payments when con- 
sidered together with the other demands 
for funds, i.e., plant expansion, debt re- 
duction, etc. No other statement offers the 
opportunity for such a clear analysis of the 
impact of dividends upon over-all company 
operations. 


Significance of Long Term Equity Changes 

The funds statement offers a clear pic- 
ture of the long-term financing of the com- 
pany because short-term financing move- 
ments have been eliminated. Here is set 
forth in a concise fashion the amount of 
long-term financing found to have been 
necessary during the year. The composi- 
tion of such financing can be quickly 
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analyzed—how much from debt financing 
and how much from equity financing? 
What is the relationship of the amount 
provided by new financing to that pro. 
vided through the retention of earnings? 
The retirement of bonded debt and pre. 
ferred stock is also disclosed. Not infre- 
quently, these retirements have been ac- 
complished in accordance with a regular 
pattern based upon either a contractual 
commitment or the desire of the board of 
directors. Such refunding can be evaluated 
by relating it to the summarized funds 
transactions of the company. What propor. 
tion of total available funds were thus em- 
ployed? Where did these funds come from? 
Net income? Sale of fixed assets? Other 
borrowings? Depletion of working capital? 
In the answer to these questions lies the 
true answer towhether the decrease in long- 
term equities strengthened the financial 
position of the company or decreased its 
chance for future profitable operations. 


Maintenance of Plant and Equipment 


In the fund-change statement, as in no 
other accounting report, there is presented 
the story of depreciation and its real sig- 
nificance to the business. The amount of 
funds released by depreciation is clearly set 
forth together with its relationship with 
the amount of funds generated by net in- 
come. For the teacher of accounting here is 
an excellent way to illustrate how funds are 
released by depreciation. For the analyst 
here is a real clue to the manner in which 
the company is maintaining its investment 
in plant and equipment. 

The amount of funds released by depre- 
ciation added to that from the sale of 
fixed assets can be compared to the 
amount spent for new plant and equip- 
ment. Admittedly distortions are present. 
Depreciation is based upon original cost 
while the funds used to purchase new 
equipment are dollars of current purchas- 
ing power. Depreciation may have been 
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computed on a straight-line basis or by one 
of the accelerated methods. Changes in 
technology make such a comparison an im- 
perfect measurement of the maintenance 
of productive capacity within the com- 

y. However, to say that such distor- 
tions nullify the value of the compari- 
son would be the equivalent of refuting the 
usefulness of any analytical data taken 
from the statement of financial position 
and income statement because both con- 
tain the very same distortions. 


MANAGEMENT USES OF THE FUNDS 
STATEMENT 


All of the analytical comparisons already 
discussed above would be, of course, of use 
to management. The impact of dividend 
policies, the trend of working-capital 
changes, the need to finance permanent in- 
creases in working capital, the analysis of 
past long-term financing—internal and ex- 
ternal, debt and equity—and the main- 
tenance of productive capacity are all vital 
items of information to the management as 
well as to the analyst. In addition this 
statement can play a very vital role for 
management—that of forecasting funds 
flow. It is already so used by one very large 
corporation which precasts its working 
capital requirements both for the coming 
year and for a five-year period into the fu- 
ture. All the items necessary to compile 
such a forecast on a short-term basis are 
present in the other budgets. Some of the 
items such as depreciation and plant equip- 
ment expenditures are available on a long- 
range basis from the capital budget. Other 
items such as expected net income, work- 
ing capital requirements, retirement of 
long-term debt, etc., are certainly suscep- 
tible to forecast. That such a projection 
would be useful to management cannot be 
questioned. In planning for future financ- 
ing, for instance, it would be of great sig- 
nificance. A forecast of the need for addi- 
tional financing three or four years in ad- 
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vance is essential for the choice of the best 
medium, stock or bonds, and for the gaug- 
ing of the proper timing for marketing such 
securities. The funds forecast should take 
its place with the other budgets now used 
in the financial planning of the business. 


CONCLUSIONS 
Trends 


Almost the first observation resulting 
from a re-examination of the role of the 
funds statement is the need for-eempara- 
tive funds-statements. The usefulness of 
this statement lies in the fact that only 
major asset ‘flows are presented for analy- 
sis. The constant flow of funds in the 
purchase-sales circuit has been eliminated 
and major sources and uses of funds are 
highlighted. To be of real significance, the 
trend of these major flows must be ex- 
amined. For example, a reduction in work- 
ing capital in one year brought about by a 
stable dividend policy may not be a matter 
of major concern. However, if this has 
been going on for a period of years, the 
stable dividend policy should be re- 
appraised. 

The presentation of comparative funds 
statements would furnish a clear picture of 
internal vs. external financing. Much has 
been said of the extensive use of funds 
generated by net income to finance plant 
expansion in United States industry. It is 
difficult to analyze the amount of such 
financing with the usual statements—the 
income and position statements. A series of 
funds statements will clearly show both the 
amount and impact of internal financing 
over a period of years. 


Percentage Statements 


The points discussed above emphasize 
the importance of relating the amount of 
each source and application of funds to all 
others for the year. For this reason all 


funds statements shauld be presented with 
both absolute and percentage figures. This 
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step alone would greatly increase the read- 
ability and usefulness of the statement. 


Form of Statement 


This critical analysis of the role of the 
funds statement suggests one final point. 
The writer has long favored the type of 
funds statement which begins with total 
sales revenue and subtracts all out-of- 
pocket operational expenses to arrive at 
funds provided by operations. This pres- 
entation is easier to teach because the con- 
fusing backs” are eliminated. Upon 
further reflection, however, it appears that 


The lecture system has been used for 
many years in elementary accounting 
courses, especially when a large number of 
recitation sections are involved. If com- 
parable coverage and results are to be ob- 
tained in a course enrolling many students 
and composed of numerous sections, co- 
ordination of the course appears necessary. 
The lecture system seems to be the most 
satisfactory method of attaining the degree 
of coordination desired. 

While the lecture system has often been 
installed in order to obtain the maximum 
use of staff and facilities, a number of other 
advantages are secured. The lecture can be 
used as a means of coordinating the course 
work and assisting in a thorough coverage 
of the subject matter. It also provides an 
opportunity for the beginning student in 
accounting to be associated with an ex- 
perienced lecturer, who is generally a per- 
son with proven teaching ability. In large 
universities, which frequently use graduate 
students as recitation instructors, the 
student contact with a permanent staff 


* This article, in part, is based upon the varied expe- 
riences of the authors at Michigan State and other uni- 
versities, 


THE LECTURE SYSTEM IN ELEMENTARY ACCOUNTING* 


Stuart B. MEAD AND JOHN W. RUSWINCKEL 
Michigan State University 
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the traditional source and applications of 
funds statement is a far superior analytica} 
tool. The inclusion of depreciation as ap 
add-back provides the analyst w 

of the most important information sup. 
plied by the funds statement. The iit. 
sion of net income, omitted from the sales 
approach type of statement, furnishes g 
basis for relating many important items 
such as dividends, borrowings, etc., to the 
earnings of the company. Finally, the very 
inclusion of sales and out-of-pocket ex. 
penses tends to obscure the major flows of 
funds. 


member may impress upon the student the 
fact that the elementary course is more 
than just another required course. Finally, 
and also of importance in a large course, 
the use of the lecture period for the purpose 
of giving examinations makes possible the 
preparation of more equitable examination 
questions. 

Although the lecture hour can become 
subject to misuse, it should be used to in- 
troduce subject matter, to discuss con- 
troversial points, to aid in the development 
of more difficult concepts and principles, 
to review material already covered, and for 
the purpose of examinations. This will 
make the lecture an integral part of the 
course, especially if the lecturer is an in- 
dividual who is able to make the subject 
matter in the elementary course interest- 
ing and understandable to a large group. 
Due to the nature of this subject matter, 
the lecturer may have to create an interest 
on the part of the student to master the 
material being considered. This may re 
quire new methods of approach. One 
method that may be employed is the use 
of visual aids, especially slides covering 
specific points. These slides not only bring 
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about a more efficient use of the available 
time but also aid in clarifying the points 
being discussed. Changes in course devel- 
opment may be another means of interest 
creation. 

In a large course the lecturer, acting as a 
course coordinator, has a number of specific 
duties to perform. If the many sections in a 
given term and the course from term to 
term are to cover approximately the same 
subject matter, a course outline should be 
prepared. This outline should assign the 
specific chapters and may even assign the 
specific problems to be considered each 
week. When a uniform examination is to be 
used at the lecture hour, the recitation in- 
structors must cover certain assigned mate- 
rial. Otherwise an inequity will be created 
as far as certain students are concerned. 

Further, as a means of coordinating the 
course, frequent meetings should be held. 
These meetings give an opportunity for an 
interchange of ideas regarding subject 
matter, teaching devices and examination 
material. They are also a medium for 
assisting the younger instructors, but 
should not be a means of dictating to them. 
In the elementary course, devising means 
of making the subject matter interesting 
and understandable will always provide a 
challenge even to the mature instructor. 

Examinations in a multi-section course 

can become a disagreeable task to an in- 
structor teaching several sections, as well 
as a source of inequity from the viewpoint 
of the student. A comment frequently 
heard from students enrolled in a multi- 
section, uncoordinated course is that 
grades depend upon the section and in- 
structor obtained. There is apt to be wide 
variations in the length and difficulty of 
examinations. Indifferent instructors may 
give the same examination to several sec- 
tions. Finally, instructors will vary in their 
standards of performance. The lecture 
system overcomes these weaknesses. 

The advantage of the so-called depart- 

mental examination given under the lec- 
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ture system is the fact that all students in a 
lecture group take the same test. A fair 
basis of judgment as to the caliber of work 
being done is available. By giving several 
short questions and problems many sub- 
jects can be covered, and the weaknesses 
of specific students can be ascertained. 
Further, the concentrated effort of the 
teaching group on a single examination will 
produce a more finished product than can 
be expected when a single instructor 
spreads his efforts over a number of tests. 
By assigning one instructor to grade one 
question a more uniform scale of grading 
also can be obtained. 

An additional advantage of the group 
examination is the opportunity of using 
objective testing devices. While this type of 
examination may be used for single sec- 
tions, changes must be made due to the 
possibility of leakage of questions. While 
the value of the problem solution by means 
of a “bluebook” examination is firmly es- 
tablished, the objective test has certain 
peculiar advantages. The more important 
advantage is the fact that the objective 
test permits a more thorough review of the 
managerial and administrative aspects of 
accounting principles, concepts and defini- 
tions than can be accomplished by means 
of problems. The machine-graded objec- 
tive type of test also is a means of relieving 
the burden of grading. 

If the only advantage of the lecture sys- 
tem was the opportunity of giving a uni- 
form examination to the group as a whole, 
we believe that it should be used whenever 
the enrollment in the elementary course is 
over 150 students. Fortunately several 
other advantages are present. The co- 
ordination of the course work and the 
opportunity of all beginning students to be 
associated with a person having proven 
teaching ability are two of the more im- 
portant added advantages. With these 
thoughts in mind a lecturer can work to- 
ward making the lecture an interesting and 
integral part of the elementary work. 
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THE COURSE IN COMPUTERS—IS IT ACCOUNTING? 
MATHEMATICS? ENGINEERING? 


LEONARD W. HEIN 
Los Angeles State College 


The era of the lightning-speed calcula- 
tions of the electronic computer is here and 
well established. The machine, however, 
despite the rantings of the press, is not a 
brain; it needs a brain, a human brain, to 
instruct and operate it. The human brain, 
in turn, needs much instruction before it 
can instruct the machine. Herein lies a 
problem which must be faced by most of 
the colleges and universities in the in- 
dustrialized countries. 

By and large, those people involved in 
computer programming and operation 
have been trained by the computer manu- 
facturers. As the use of the computer 
permeates more deeply into the commer- 
cial, industrial, and scientific fields, this 
source of trained personnel will become in- 
creasingly inadequate. In addition to those 
involved in the actual programming and 
operational processes, many more should 
be sufficiently versed in the concepts con- 
cerned to be able to deal with and direct 
the efforts of those who have more immedi- 
ate computer contacts. 

The first question which the institution 
of higher learning must answer is: Is the 
college or university the logical place for 
instruction in this area, or should it be 
relegated to the technical trade school? A 
number of progressive colleges and uni- 
versities have already taken the position 
that the subject matter involved is of 
college level, and some have rather exten- 
sive course offerings in the field. 

The decision that computers are a valid 
college course material, rather than solv- 
ing a problem, creates many quite knotty 
ones. For example, what are the objec- 
tives of such a course or series of courses? 
Would one course be sufficient, or is a 
series required? What department should 


sponsor the course? These questions haye 
been answered in varying ways by the dif. 
ferent institutions concerned. Present an- 
swers may or may not be adequate for in- 
stitutions currently attempting to find 
suitable solutions. 

Course objectives can vary considerably 
from school to school and even from de- 
partment to department within a given 
school. Conceivably a school with a rela- 
tively small business department would 
only want a course which would acquaint 
its students with the effects of the impact 
of computers on the business scene, and 
equip them with the elementary tools to 
help them cope with those effects when 
they enter the business world. At the other 
pole, a department of engineering may be 
interested in training engineers in com- 
puter design principles, with the aim of im- 
proving computer design. 

It is evident that these two courses 
should not, and probably could not, be 
offered in one department to the same 
students. Large universities have solved 
this problem by permitting each depart- 
ment to offer any courses necessary to meet 
their requirements. As a result courses are 
being offered in such diverse departments 
as business administration, mathematics, 
engineering, physics, etc., with depart- 
ments such as psychology, economics, and 
student testing preparing for entrance into 
the field. Such course proliferation, un- 
doubtedly, is economically unfeasible for 
the small college. 

Is such an array of courses necessary? A 
little reflection will demonstrate that at 
least some of the objectives of the various 
departments are incompatible, and even 
where course goals are reasonably similar, 
other considerations may doom to failure 
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any attempt to consolidate departmental 
requirements. 

All users of the equipment will be inter- 
ested in applications. It would appear, 
therefore, that courses in programming and 
computer operation, at least at the ele- 
mentary level, could well be consolidated, 
and offered as a service course to all de- 

ents concerned. This solution, while 
apparently logical and highly acceptable in 
concept, has, as will be pointed out, 
several rather significant shortcomings. 

Ideally, a computer trainee should be a 
fairly competent mathematician. In line 
with this concept, computer manufacturers 
originally selected trained mathematicians 
for training as programmers. This selection 
was very effective as long as the program- 
mer was concerned with scientific or en- 
gineering problems. When it became evi- 
dent that one of the basic uses of com- 
puters would be in business applications, 
the mathematician-programmer met an 
impasse. There was an impenetrable lan- 
guage barrier between the mathematician 
and the businessman. At this point the 
computer companies made an about face 
and came to the conclusion that it would 
be easier to make a computer man out of 
the business man than it would be to make 
a business man out of the mathematician- 
programmer. 

This differentiation appears to be still 
valid at the collegiate level. The applica- 
tions course in the mathematics depart- 
ment would be aimed at solutions tech- 
niques for highly complex mathematical 
formulae. The applications course for busi- 
ness administration, and specifically for the 
accounting department, would hold the 
objective of processing of business data, 
with emphasis on integrated data process- 
ing systems. 

The contention could be made that 
these courses would be advanced courses 
in the respective departments, and that the 
preparatory course could be a common one. 
Here two barriers exist—language and pre- 
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requisite training. And again, goals would 
differ. The mathematician, in all proba- 
bility, would desire a thorough grounding 
in computer theory and logic. He would 
need training in Boolean algebra and in 
elementary electronic circuitry. One of his 
primary purposes would be to take the 
basic building blocks of computers and to 
assemble them in such a way as to ade- 
quately handle his abstract and abstruse 
problems. The business student, on the 
other hand, is primarily interested in 
developing applications of already existing 
or projected equipment. He has neither the 
need for, nor the preparation for, the more 
basic concepts. 

Any course designed to fit both groups 
would undoubtedly fit neither. The mathe- 
matician indoctrinated with such concepts 
as matrix inversion and integral evaluation 
would be bored with examples utilizing 
payroll computation. The business ad- 
ministration major existing in a world of 
summations, integrations, differentials, 
and matrices would give up in a state of 
confusion and despair. 

The preceding illustrations tend to em- 
phasize the differences in the needs of the 
business administration and mathematics 
departments. Similar differences exist be- 
tween other departments, although in 
some cases the differences are less sharply 
defined. 

Engineering, for example, is highly 
mathematical in nature. Yet even its 
mathematics requirements, being of an 
applied rather than pure variety, are 
frequently taught in the engineering de- 
partment by engineers, rather than in the 
mathematics department by mathemati- 
cians. Similarly, their computer applica- 
tions requirements differ from those of the 
mathematics department. In this case, the 
difference appears to be one of degree 
rather than of kind, and there would seem 
to be greater hope for reconciliation. 

Within the department or school of busi- 
ness administration, differences can be al- 
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most as great as those existing between the 
mathematics department and business 
data processing. In fact, some areas of busi- 
ness administration will require highly 
sophisticated mathematical techniques in 
order to solve their problems on the com- 
puter. Two examples of this are operations 
research and production control. Future 
curriculum planning may well have to con- 
cern itself with the varying objectives of 
these areas. 

These considerations emphasize the need 
and the desirability of permitting each 
department to develop computer courses 
to fit its needs. Large colleges and uni- 
versities are following this method with 
good success. But what of the small college 
whose budget will not permit a large num- 
ber of course offerings? 

In the case of the small college whose 
offerings are in a comparatively restricted 
area, such as the college of engineering, the 
problem will, to some degree, solve itself. 
The first computer courses will be offered 
in, and designed for, the requirements of 
the engineering department and students. 
Should other departments whose claims 
may be lesser in magnitude need some con- 
sideration, their needs may be met by 
altering the-offerings sufficiently so that 
they may conform, to the extent possible, 
to the needs of all. 

Accountants have long been interested in 
mechanized bookkeeping, and may well ask 
where and when their needs should be met. 
Any accounting department whose student 
body is sufficiently large to support a com- 
puter class is on fairly firm ground. Com- 
puter manufacturers look upon general 
business as their most fruitful market, and 
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are proceeding to develop, with all possible 
speed, business data processing machines, 
Businessmen, and particularly account. 
ants must be trained in the use of thege 
machines. It would probably not be unrea. 
sonable to assume that a trained account- 
ant of today, either public or industrial, 
who does not keep abreast of electronic 
data processing, will be relatively obsolete 
ten years from now. 

Should the accounting department be 
confronted with the requirement that its 
students must receive their computer train- 
ing in some other department, such as 
mathematics or engineering, it will find ex- 
cellent support for the establishment of 
special business administration courses 
from the computer manufacturers. Most 
manufacturers have found that the prob- 
lems of business data processing are suffi- 
ciently different from computer applica- 
tions of scientific problems, that they have 
created separate training programs to sat- 
isfy the needs of the two fields. 

In closing, it may be well to consider one 
final point. Entrenchment is a powerful 
ally. Any accounting department which 
does not now have computer courses would 
be well-advised to proceed immediately to 
plan its computer curriculum and to sub- 
mit it to the curriculum committee for 
approval. The first department to propose 
such a course generally finds approval easy 
to obtain. Should the accounting depart- 
ment defer action until other departments 
have established courses, it probably will 
be required to establish the fact that its 
course is generically different front those 
already being offered—a somewhat difficult 
task to accomplish. 


THE DYNAMIC EQUATION OF ACCOUNTING 


LAWRENCE LIPKIN 
University of Illinois (Chicago) 


The equation A = L+-P is often termed 
the basic or fundamental equation of ac- 


counting. There is no question as to the 
validity of this equation. There is, how- 
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ever, a question as to whether or not this 

equation should be termed the basic equa- 

tion of accounting, implying that it fully 

describes the accounting and economic 
esses of the firm. 

Actually, the equation A=L+P de- 
scribes accounting relationships at a 

ified point in time. In other words, it is 
merely the balance sheet equation. A “‘go- 
ing business” is an economic organism that 
ceases to function only upon its demise. 
There are many accounting and economic 
functions that are continually accruing, 
such as depreciation, interest, and rent. 
Consequently, it is not possible for a static 
equation to describe the accounting proc- 
ess of a firm. 

Most textbook writers who use the 
A=L+P equation as the basic equation of 
accounting force it to be dynamic by defin- 
ing P to include all of the nominal ac- 
counts. In the final analysis this is true, 
but it is an oversimplification of the ac- 
counting process for it does not implicitly 
take into account all of the accounting 
variables. Again, it does not square with 
the actual facts of accounting or business 
operations, for while P is defined to include 
the nominal accounts, the nominal ac- 
counts are actually kept separate from the 
P accounts. Only when the books are 
closed at the end of the accounting period 
do the nominal accounts become a part of 
the P accounts. 

A much more useful equation to describe 
the accounting process and accounting 
relationships can be readily developed 
wherein it is not necessary to qualify P by 
definition, implication, or otherwise. This 
equation can be termed the Dynamic 
Equation of Accounting. It is so simple and 
evident that the writer almost hesitates to 
mention it, since others must have con- 
ceived it long ago. 

The dynamic equation of accounting can 
be stated as follows: 
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A=L+P+(R-—E) 
where: 
A= Assets 
L= Liabilities 
P= Proprietorship balance before closing 
R= Revenues 
E= Expenses 


It will be observed that this equation 
actually shows the true relationship be- 
tween P and the nominal accounts. 

This dynamic equation can be extremely 
useful in teaching elementary accounting, 
for the instructor can explain much theory 
and some of the mechanics of accounting 
quite easily with the help of this equation. 
For instance, a good many textbooks start 
out with the A=Z+P equation, wherein 
the student debits A and credits P for a 
sales transaction; a week or a chapter 
later the student is told to credit the R ac- 
count instead of the P account. Now it 
becomes the rather difficult task for the 
instructor to adequately explain this 
change in procedure. It is apparent that 
the dynamic equation eliminates this 
problem. 

Another excellent use of the dynamic 
equation is in explaining the theory of 
closing the books. All too often this be- 
comes a rather mechanical process for the 
student doesn’t really understand what he 
is trying to accomplish. However, with the 
dynamic equation it can be shown that the 
closing process is really the combining of 
the quantities (P), (R), and (Z) into one 
quantity as the large brackets in the equa- 
tion indicate. 

It can also be pointed out that the 
dynamic equation represents the general 
ledger because it includes all categories of 
accounts. Finally, this equation can be 
used to show the relationship of the finan- 
cial statements to each other—(A), (LZ), 
(P) is the balance sheet; (R) and (Z) the 
income statement. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN AND JOHN H. CHAMBERLAIN 


HE following problems were prepared by the Board of Examiners of the American 
Institute of Certified Public Accountants and were presented as the first half of 
the C.P.A. examination in accounting practice on November 5, 1958. 

The candidates were required to solve problems 1 and 2 and two of the remaining 
three problems. The total weight assigned to this section of the examination in account- 
ing practice was 50 points and the examiners point out that the suggested time allow- 
ances given below are approximately proportional to the point value of the various 
problems. 

The suggested time allowances are as follows: 


Problem 1 35 to 50 minutes 
Problem 2 65 to 100 minutes 
Two of the remaining three problems 80 to 120 minutes 


The time allowed for this section of the examination was four and a half hours. 


Number 1 


Lynn and Kay, architectural designers and interior decorators, combined May 1, 
1958, agreeing to share profits: Lynn, two-thirds, Kay, one-third. Lynn contributed 
furniture and fixtures, $3,000, and cash $2,000; Kay contributed cash, $500. 

They plan to submit monthly bills and make the following arrangements with their 
clients: 

1. The salaries of draftsmen and shopper who are paid on an hourly basis, shall be 
billed to clients at the hourly rate for time spent on each job, plus 125% for overhead 
and profit and plus 43% for all payroll taxes. 

2. Partners’ time on jobs shall be billed at $10 an hour. 

3. A 10% service fee shall be charged on purchases of furniture, drapes, etc., installed 
on the jobs. (Lynn and Kay will pay the vendors and charge their clients for these pur- 
chases but would like to have their operating statements reflect only revenue from 
services.) 

4. There will be no service fee on taxis, telephone and other expenses identifiable to 
jobs and charged to clients. 

Voucher register totals for May are given below: 


Credits: 


Nore. A helpful seventy-six page booklet entitled “Information for C.P.A. Candidates” is available for 30 cents 
from the American Institute of Certified Public Accountants, 270 Madison Avenue, New York 16, N. Y. 
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Debits: 
Purchases and expenses chargeable to clients. .............-.scseeeeeeeceesceneenseensenerenes $1,615 
drawings (Lymm $000, Kay $125)... "225 
‘obs in process: 
The first debit column is analyzed in the voucher register as follows: 
Purchases subject to 10% fee: 
Expenses chargeable to clients: 
$1,615 


The client has not yet authorized them to do job M 54. The partners are confident, 
however, that the job will be authorized and the above expenses, as well as charges for 
time spent by a draftsman and Mr. Lynn on preliminary designs, will be billed and col- 
lected. 

The payroll analysis is summarized below. Partners’ time on jobs, charged to the jobs 
at $5 an hour, is summarized in the payroll analysis for convenience in posting costs to 
job sheets although the partners are not paid for direct time on jobs. 


Job Secretary  Draftsmen Lynn Kay 
940 $365 $425 

General Expenses 


Journal entries recorded depreciation on furniture and fixtures of $25 and the em- 
ployer’s share of Federal and State taxes of $54. 

There were no cash receipts other than the original investment. The cash disburse- 
ments book shows the following totals: 


Required: 


a. Compute billings to clients for May. 
b. Prepare a worksheet showing the balance sheet, profit and loss general ledger ac- 
counts and the profit allocation at May 31, 1958. Show how you arrive at these 
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balances by entering all May transactions on the worksheet. Use the accounts in. 


dicated in the voucher register. 


Number 2 


Trial Balances as of December 31, 1957 of the Parent Company and its two sub. 
sidiaries were: 


Parent Company Domestic Subsidiary na 
Dr. Cr. Dr. Cr. Dr. Cr. 
Accounts receivable—Trade........... 30,000 8,000 35,000 
Accounts receivable—Merchandise in 
transit to domestic subsidiary....... 4,000 
Investments at cost: 
Domestic subsidiary 900 shares ac- 
9,000 
Foreign subsidiary 1,000 shares ac- 
Fixed assets......... Fabpicanheeaanse 45 ,000 3,500 175,000 
Administrative and general expenses... . 35,000 2,000 18,000 
Dividends declared................... 1,000 
Sales—Domestic subsidiary........... 10,000 
Accounts payable—Trade............. 25 ,000 7,000 
Dividend payable.................... 1,000 
Long-term debt due 1/1/60........... 100,000 
Reserve for depreciation.............. 15,000 2,000 75,000 
50,000 *10,000 *100,000 


$525,000 $525,000 $36,000 $36,000 670,000 670,000 


* 1,000 shares issued and outstanding. 
Data: 


In April 1957 the Mexican peso was devalued from U. S. $.12, the prevailing rate of 
exchange on December 31, 1956, to $.08 which was also the prevailing rate of exchange 
on December 31, 1957. 


Required: 


a. Prepare working trial balance in U. S. dollars for the Mexican subsidiary. 
b. Prepare working papers for consolidated statements. 


Number 3 


The controller of the Jones Manufacturing Company asks for your advice and as- 
sistance regarding the problem of whether or not they should replace their “A” ma- 
chines with new and advanced “B” machines. “B” machines are capable of doubling 
the present annual capacity of the “A” machines. At the present time the annual 
finished production of the “A” machines is 2,500,000 good units. You are to assume 
that the increased production can be sold at the same profitable price. 

The “A” machines are being depreciated by the Jones Manufacturing Co. under the 
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straight-line method using a salvage value of 10% and a useful life of 8 years. The “A” 
machines cost the Jones Manufacturing Co. $175,000 plus freight and insurance of 
$25,000. The raw materials as they are fed into the machines are subject to heavy pres- 
sure; because of this there is a 20% waste factor on an annual basis. The waste materials 
have no value and are scrapped for nominal value. Direct labor costs are equal to 60% 
of prime costs at the present time (labor and materials are considered prime costs). 
The company has been purchasing its raw materials in small lots at a cost of $50.00 
per 1,000 units. Factory overhead, exclusive of depreciation, is applied to the manufac- 
turing process at the rate of 20% of direct labor costs. 

If the company purchases the ‘‘B’’ machines, certain economies will be gained. Mate- 
rial costs will decrease 20% because the company will be able to buy in larger quantities. 
In addition, the new machines have been perfected to such an extent that the waste 
factor will be reduced by 50%. However, because the ‘‘B” machine is much larger than 
the “A” machine, direct labor cost will be expected to increase by 20% of itself. Direct 
labor will continue to be 60% of prime cost before the increase of 20% in direct labor 
cost is applied. In addition to this, it is expected that factory overhead rate will in- 
crease by 10% of itself. The life of the new machines is expected to exceed the life of 
the “A” machines by } and the salvage value of the ‘“B” machines will be in the same 
ratio as the salvage value of the “‘A”’ machines. The cost of the ““B”’ machines, including 
freight and insurance of $35,000, will amount to $500,000. The company is aware of the 
fact that dismantling costs and installation costs will be involved; however, they do not 
wish to consider this factor at the present time. 


Required : 


a. A statement of estimated cost comparisons on an annual basis. (Round to the 
nearest dollar.) 

b. List additional factors that should be considered in deciding upon the replacement. 

c. Comment briefly on the usefulness and validity of the comparisons made in part a. 


Number 4 


The audit working papers revealed the following information about the Kenby Corpo- 
ration as of December 31, 1957: 


December 31,1956 December 31, 1957 


Inventory at retail (gross of discounts and reserves).............. $1,350,675 $1,851,645 
Reserve for future mark-downs, at cost (representing mark-downs 

not reflected on tags or stock books at closing)................ 125,600 150,500 
Discounts incinded in inventory............-:ccccsccncsdsncvccs 29,040 (to be computed) 
os... 12,285 (to be computed) 

Year—1957 

Mark-up adjustments during 378,500 
Mark-down cancellations included in mark-ups above............ 221 , 400 


The correctly computed gross mark-on, based on sales, at December 31, 1956, was 
57%. 
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Required: 
a. Calculate the gross mark-on per cent and net sales for 1957. 
b. Calculate the purchase discount applicable to the December 31, 1957, inventory, 
c. Calculate the inventories at the lower of cost or market to be reported on the De. 
cember 31, 1956 and 1957, comparative balance sheets. 
d. Prepare a schedule of gross profit on sales for the fiscal year ending December 3}, 
1957. 


Number 5 


You have been engaged as a consultant to another accountant to assist with the 
preparation of the federal income tax return of a small bank in a rural area. 
The bank’s balance sheets at December 31, 1956 and December 31, 1957 and the 
Undivided Profits account for the year ended December 31, 1957 appear below. 
There were no unusual expenditures charged to Advertising, Repairs and Unclassified; 
no sales or purchases of mortgage notes requiring unusual tax treatment; no dispositions 
of depreciable property and the bank does not use the reserve method of accounting for 
bad debts. 
THE TOWN BANK 
BALANCE SHEETS 
December 31, 1957 


Beginning of End of 
Taxable Year Taxable Yeor 
Stoek—FPederal Reserve Bank... 3,000 3,000 
saws 13 ,000 20,904 
$2,661,637 $2,713,611 
Liabilities 


$2,661,637 $2,713,611 
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THE TOWN BANK 
UNDIVIDED PROFITS 


For the Year—1957 


3, Interest—State and municipal obligations. 
4, Exchange, service charges and box rentals................:0-sseeeeeeeeeeeees 
6, Profit on sale of bonds...............seeeeeeeeeeeeeecccreneeseeeensseceees 
7, Wages and salaries................ $ 
8, Interest on savings accounts and certificates of deposit...................+004+ 


. Repairs 
12. Unclassified....... 
13, Bond premiums.................. 
14. Notes charged off 


— 
= 


— 


issss 


a 


$162,100 


Required : 

a. On the answer sheet provided, indicate by an X in the appropriate space the proper 
federal income tax treatment for each debit and credit appearing in the Undivided 
profits account. No dividend was received on the Federal Reserve Bank Stock. 

b. List on a separate sheet any additional technical information required to complete 
the return. Key each answer by use of the item number shown in the problem. 


Solution to Problem I 


(a) LYNN AND KAY 
COMPUTATION OF MAY BILLINGS 
Jobs 
Draftsmen’s time 
$312.00 $276.00 $304.00 $ 48.00 $ 940.00 
Charge for payroll taxes (44% of cost)..... 14.04 12.42 13.68 2.16 42.30 
Service fees (125% of cost)............++. 390.00 345 .00 380.00 60.00 1,175.00 
Purchases and expenses: 
pin subject to fee........... $1,210.00 $320.00 $1,530.00 
Service fee on above purchases (10% of cost) 121.00 32.00 153.00 
Chargeable 23.00 19.00 $36.00 $ 7.00 85.00 
$2,610.04 $1,354.42 $1,183.68 $357.16 $5,505.30 


Note: Since Job #54 has not yet been authorized by the client, expenses and service fees on this job are shown 
4s “unbilled service fees” on the balance sheet. : 
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Solution to Problem 1 
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(b) LYNN AND KAY 
BALANCE SHEET AND INCOME STATEMENT WORKSHEET 
FOR THE MONTH ENDED MAY 31, 1958 
May Transactions Income and Expense Allocation Ballance Sheet 
Dr. Cr. Dr. Cr. od Prefs Dr. Cr, 
4 500.00 (6) $2,358.00 $ 142.00 
Petty 3 25.00 25.00 
Jobs in process: 
raftsmen’s salaries........... {3 940.00 940.00 
3 790.00 (8 790.00 
Purchases and expenses.......... (3) 1,615.00 (9) 1,615.00 
General 784. 
(4) 25.00 (7) 42.30 $ 820.70 
54.00 
Furniture & fixtures............. 1) 3,000.00 3,000.00 
Reserve for depreciation. ........ (4) 25.00 $ 25.0 
Vouchers payable............... (6) 2,373.00 (3) 3,469.00 1,096.00 
(5) 54.00 54.00 
(3 93.00 93.00 
(3 27.00 27.0 
15.00 $ 15.00 
(8) 790.00 (3 790.00 
(1) 5,000.00 $1,401.53 6,401.53 
(3) 100.00 100.00 
(2) 500.00 700.77 1,200.77 
) 125.00 125.00 
yet Hy (7) 110.16 
(8) 240.00 357.16 
(9) 7. 
Accounts receivable............. (7) 2,047.14 
% 1,340.00 5,148.14 
9 1,761.00 
Income from service fees......... (7) 1,175.00 
(8) 1,580.00 2,908.00 
(9) 153.00 
$18,626.30 $18,626.30 $ 820.70 $2,923.00 $2,102.30 $8,897.30 $8,897.30 
2,102.30 
Key to transactions: 
(1) and (2) To record the apn capital contributions 
(3) To record the May voucher register totals 
‘s To record depreciation expense for May 
(S To record various Federal and State taxes 
(6) To record May cash disbursements 
(7) To record billings for draftsmen’s time and to reduce general expenses by the amount of payroll taxes charged to clients 
(8) To record billings for partners’ time 


To record billings for purchases and expenses 
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Solution to Problem 2 


Sellingexpenses........... 
Administrative expenses. . . 


Foreign exchange loss. . . 
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MEXICAN SUBSIDIARY 
TRIAL BALANCE 


Pesos 


Explanation of Conversion Rates 


Current assets and current liabilities were converted at the current rate of 8 cents. 


Long-term debt was converted at the rate of the devalued peso, 


8 cents. 


COR 


Fixed assets and related reserve and the depreciation charge were converted at the rate at the date of acquisi- 


tion, 12 cents. 


Other profit and loss items were converted at the monthly average rate for the year, 94 cents. 
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Dollars 
.08 $ 
Accounts receivable—trade....................... 35,000 .08 
7/000 "08 560 
Reserve for depreciation. . . 75,000 12 9,000 
200.77 670,000 670,000 
$65,960 $65,960 
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Solution to Problem 3 


a) JONES MANUFACTURING COMPANY 
STATEMENT OF ESTIMATED PRODUCTION COSTS 


A B 
Machines Machines 
Depreciation: 
A (See note) 
B ($500,000—10% of $500 ,000+-10 $ 45,000 
aterial: 


" (2,500,000 units equals 80% of units placed in production; 
3,125,000 units equals 100%. Total material cost equals 3,125,000 unitsX$.05).... $156,250 


(5,000,000 units equals 90% of units placed in production; 
5,555,556 units equals 100%. Material cost equals 5,555,556X$.04).............. 222,222 
Labor: 
B (150% plus 20% of 150% of material costs)... 400 ,000 
Overhead: (less depreciation) 
B (20% plus 10% of 20% of direct labor costs)..............cceeceeseeeeeeeeeesees 88 ,000 
Unit Costs: 


Nore: In making the above comparison depreciation on the “A” machines was ignored. If cost savings dictate 
the purchase of ““B”’ machines, these savings should be, at the very least, great enough to absorb the unamortized 
cost (or the unamortized cost minus salvage value) of the “‘A’”’ machines. 


(b) 


1. Disposal or stand-by costs of the “‘A”’ machines. 

2. The rate of return on the additional investment. 

3. The influence of the increased industry capacity on the price structure. These improved machines will be avail- 
able to the competitors of the Jones Company and might well resuJt in an excess industry capacity. 

4, The remaining life and the unamortized cost of the “‘A’’ machines. 

5. The salvage value of the “‘A’”’ machines. 


() 

The comparison made in part (a) is, of itself, of little use. The calculation assumes that the capacity will be doubled 
and attaches the savings on the doubled capacity to the “‘B”’ machines. The same saving in the purchase cost of 
raw materials could be achieved by purchasing larger lots for use on the present “A” machines or by i 
the number of ‘A’? machines. In short, part (a) is lacking in comparability. er, the points covered in part (b, 
need careful consideration—in particular, point 3—before a decision is made. 


Solution to Problem 4 


(a) 
Cost Retail 
Inventory at December 31, 1956: 


A $2,853,290 $6,687,575 
Cost is 423% of retail ($2,853 ,290+$6, 687,575). The gross mark-on per cent is 574%. 
Mark-downs, $897 ,600 less mark-down cancellations, $221,400...................5 676,200 


$2,853,290 $6,011,375 
Inventory at December 31, 1957: 
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(b) Solution 
$2,518,200 
Accounts payable, December 31, 1957.... 370,250 
Payments made to creditors............... et $2, 147,950 
Discounts received, $135 ,000+payments to creditors $2,147,950 indicates an average 
Purchase discount applicable to December 31, 1957 inventory: 
(c) 
Inventories at Lower of Cost or Market 
December 31, 1956 inventory, at market. . $ 426,150 
December 31, 1957 inventory, at cost... .. aman $ 790,035 
Less: Discounts included above........... $ 49,653 
Provision for future mark-downs...... ,500 200, 153 
December 31, 1957 inventory, at market.............. $ 589,882 
(d) 
Cost of sales: 
Purchases: 
Less discounts earned in 1957: 
Discounts received. ...............%.... $135 ,000 
Discounts applicable to open accounts pay able 6.28 5% 
$158,270 
Less discounts applicable to 1956 accounts payable. 12,285 145,985 2,126,515 
$2,552,665 ©) 
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Solution to Problem 5 


(b) 
. Interest on obligations of the United States and its possessions may be entirely taxable, entirely exempt or 


7 
9. 
12. 
13. 


14, 


15. 
ond 


16. 


GROSS INCOME 
Item Other 
No. 1 Treatment 
1 x x 
2 
3 x 
4 Xx 
5 x 
6 x 
7 x 
8 x 
9 x x 
10 x 
11 x 
12 x 
13 x 
14 x 
15 x 
16 x 
17 x 


partially exempt depending on dates of issuance and nature of obligations. 

See if the loan recoveries are applicable to loans charged off and allowed for tax purposes (therefore taxable) 
or to loans charged off per books but not allowed for tax purposes (therefore not taxable). 

Review bond portfolio to see if there were any exchanges of bonds during the year (roll-overs on which gain 
or loss should be r ized). 

Analyze profit on sale of bonds to segregate short-term and long-term gains and losses. 

Examine the basis used for bonds sold to see that there has been a proper amortization of premiums. 


. Analyze wages and salaries to determine amounts paid to officers. 


Taxes must be analyzed to segregate federal income taxes (not deductible) from state and local taxes (deduc- 
tible). The latter taxes must be itemized for the return. 
Analyze this account to determine content. 
Bond premiums are not deductible per se, but amortization of premiums on wholly taxable bonds is ee 
Premiums on tax exempt obligations must be amortized to determine the basis but the amortization does not 

ive rise to an allowable deduction. 

that the notes charged off per books had not been previously charged off for tax purposes. 

See if the book depreciation is the same as tax depreciation. 


Examine prior year Revenue Agent Reports for items capitalized and currently depreciable. 


General. (a) Although the opening and closing balances of surplus and reserve for contingencies are the same the 


accounts should be examined for off-setting debits and credits which have tax ce. 
(b) Review prior year returns and Agent’s reports for all items being treated in the tax return on a basis 
different from the books. This review would also disclose any capital loss carry-forward. 
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AUDITING 


R. K. Mavutz 


ber, 1958 Uniform CPA Examina- 

tion was given Thursday morning, 
November 6 from 9:00 a.m. to 12:30 P.m. 
It includes two groups of questions as fol- 
lows: 


T= Auditing section of the Novem- 


Estimated Minutes 


Minimum Maximum 
Group I (All required): 


Total for Group I........ 100 135 
Group II (Two required)...... 60 75 
Total for Examination.... 160 210 


= 


The estimated time allowances for this 
examination are approximately propor- 
tional to the point value of the problems, 
the total of which is 100 for this examina- 
tion. 


Number 1 (Estimated time—25 to 35 min- 
utes) 


Standards of field work include the 
statement that there is to be a proper 
study and evaluation of the existing in- 
ternal control as a basis for reliance thereon 
and for the determination of the resultant 
extent of the tests to which auditing pro- 
cedures are to be restricted. Another 
standard of field work states that sufficient 
competent evidential matter is to be ob- 
tained. ... 

a. What are the major characteristics of 

a satisfactory system of internal con- 
trol? 

b. List six sources of evidence about a 
given system of internal control 
which are available to an auditor, 
and state briefly how the evidence 
from each source can be used in 
evaluating the system of internal 
control. 
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Answer 1 


a. The major characteristics of a satis. 
factory system of internal control 
may be described as: 

1. A plan of organization providing 
clearly established levels and lines 
of authority, appropriate delega. 
tion of duties, fixed responsibil. 
ities, and the effective separation 
of incompatible duties. 

2. A system of authorizing and re- 
cording transactions that include 
provisions for review and report- 
ing adequate to provide control 
over enterprise assets and liabil- 
ities. 

3. The application of sound prac- 
tices in the performance of finan- 
cial and accounting duties includ- 
ing the use of various protective 
and proof devices. 

4, Officers and employees who are 
alert to the importance of internal 
control and adequately trained for 
the discharge of their duties and 
responsibilities. 

b. Sources of evidence about a given 
system of internal control include: 
1. Any accounting or financial pro- 

cedure manuals, organization 
charts, and similar material used 
by the company for training or 
other purposes. These should pro- 
vide reasonably detailed descrip- 
tions of how the system is sup- 
posed to operate and the controls 
intended to be in force. 

2. Discussions with cognizant offi- 
cers. If no manuals are available, 
a general description of the sys 
tem must be obtained through 
questioning responsible officers. 
If a general description is other- 
wise available, such questioning 
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should be directed at discovering 
any modifications or changes in 
the system. 

3. Discussions with employees. 
Throughout his examination, the 
auditor should take advantage of 
opportunities to query employees 
as to the methods and procedures 
actually followed in order to dis- 
cover whether the system as de- 
scribed by officers or manuals is 
in effective operation. 

4. Observation of procedures and 
methods. As opportunities present 
themselves, an auditor should take 
time to observe the functioning 
of the system in order to judge 
whether the practices followed are 
effective for their purposes and 
are in keeping with established 
policies. 

5. Examination of documents. In 
examining checks, invoices, pur- 
chase orders, and the like, the 
auditor should note signatures, 
approvals, dates of approval, and 
similar information indicating 
whether the system of control is 
functioning as instituted. 

6. Examination of accounting rec- 
ords. The auditor’s examination 
of the books of account and sup- 
porting records should give him 
an understanding of the compo- 
nents of the system and some indi- 
cation of whether the system pro- 
vides reliable information. 


Number 2 (Estimated time—15 to 20 min- 
ules) 


Mr. Alexander, president of the Alpha 
Corporation, has engaged you to make an 
audit of the corporation’s records. You are 
not familiar with the type of business of 
the corporation. Mr. Alexander advises 
you that he would like to have an approxi- 
mation of the cost of the examination. 
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List the steps you would take to provide 
the requested estimate. 


Answer 2 


It should first be made clear to Mr. 
Alexander that any approximation of the 
cost of the examination is at best a rough 
estimate, and that it is neither a commit- 
ment nor a bid. The ultimate cost is de- 
pendent upon such variables as the extent 
and effectiveness of the system of internal 
control and the nature of the report de- 
sired by Mr. Alexander. Probably the best 
that can be done is to quote him per diem 
rates for the different grades of men to be 
assigned and then to estimate within 
broad limits the time required. The steps 
involved might include: 

1. Discuss with Mr. Alexander his rea- 
sons for the examination, whether a 
long or short form report is to be 
given, whether he desires expansion 
of the normal audit program for any 
purpose, etc. The auditor’s position 
on fraud detection should be made 
clear to him as should the nature of 
an audit, the meaning of an opinion, 
significance and possibility of excep- 
tions in the opinion, types of ex- 
amination, and related matters. 

2. Make use of library resources to 
familiarize yourself with the pecul- 
iarities of the type of business in 
which the Alpha Corporation is en- 
gaged. 

3. Arrange for a tour of the company’s 
place or places of business, or, if im- 
practical, take other steps to obtain 
an understanding of the scope and 
nature of its operations. 

4, Obtain and review copies of recent 
financial statements. If previously 
audited, obtain a copy of the last 
audit report and read it, noting any 
unusual problems. 

5. Obtain a list of books and records 
kept and inquire as to the existence 
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and nature of a cost system and de- 
tailed inventory records, the num- 
ber of customers, volume of transac- 
tions, and related matters. 

. Inquire as to any unusual trade 
practices such as consignments, 
elaborate commission arrangements, 
cooperative advertising plans, etc. 

. To the extent possible, make a pre- 
liminary review of the internal con- 
trol situation. 

. Develop, in general terms, a tenta- 
tive audit program. 

. Review your own staff situation to 
determine what men are available 
for assignment to this engagement. 

. Make a rough approximation of the 
time it will take the men available, 
allowing a reasonable margin for 
error. In presenting this estimate to 
Mr. Alexander, emphasize its tenta- 
tive nature. 


Number 3 (Estimated time—30 to 40 min- 
utes) 


A processor of frozen foods carries an 
inventory of finished products consisting 
of 50 different types of items valued at ap- 
proximately $2,000,000. About $750,000 
of this value represents stock produced by 
the company and billed to customers prior 
to the audit date. This stock is being held 
for the customers at a monthly rental 
charge until they request shipment and is 
not separated from the company’s inven- 
tory. 

The company maintains separate per- 
petual ledgers at the plant office for both 
stock owned and stock being held for 
customers. The cost department also 
maintains a perpetual record of stock 
owned. The above perpetual records re- 
flect quantities only. 

The company does not take a complete 
physical inventory at any time during the 
year since the temperature in the cold stor- 
age facilities is too low to allow one to 


spend more than 15 minutes inside at , 
time. It is not considered practical to 
move items outside or to de-freeze the cold 
storage facilities for the purpose of taking 
a physical inventory. Due to these cir. 
cumstances, it is impractical to test count 
quantities to the extent of completely ver- 
fying specific items. The company consid. 
ers as its inventory valuation at year end 
the aggregate of the quantities reflected by 
the perpetual record of stock owned, main- 
tained at the plant office, priced at lower 
of cost or market. 

a. What are the two principal problems 
facing the auditor in the audit of the 
inventory? Discuss briefly. 

. Outline the audit steps that you 
would take to enable you to render 
an unqualified opinion with respect 
to the inventory. (You may omit 
consideration of a verification of unit 
prices and clerical accuracy.) 


Answer 3 


a. The two principal problems facing 
the auditor in the audit of this inven- 
tory are: 

1. Satisfying himself as to the total 
inventory quantity claimed to be 
on hand at the balance sheet date. 
Inasmuch as a complete or exten- 
sive physical inventory is not 
practicable, the auditor’s observa- 
tions must be directed at testing 
the celiability of the perpetual in- 
ventory ledgers. Thus his first 
problem is to determine the relia- 
bility of the detailed inventory 
records of quantities on hand, 
owned, and held for others. 

. Determining the portion of the 
inventory on hand that belongs to 
customers. The total quantity on 
hand can be divided into two por- 
tions; that owned by the company 
and that held for customers, but 
the nature of the situation is such 
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that the company’s portion must 
be the residual. Thus it is neces- 
sary to determine the total quan- 
tity and the amount held for 
customers in order to establish the 
inventory owned by the company. 


b. The audit steps should include the 
following: 


1. 


Investigate the internal control 
situation with respect to inven- 
tories and inventory records, giv- 
ing particular attention to con- 
trol over requisitions and ship- 
ments. Unless the internal con- 
trol over inventories is such that 
the perpetual records appear reli- 
able, an unqualified opinion is 
not possible in this situation. 


. Obtain a copy of the year-end 


inventory and compare quan- 
tities with previous years for rea- 
sonableness and for any omitted 
items. 


. Determine if the company has 


any lot or group records, such as 
those for a given “pack” or 
“freeze,” and, if so and if possi- 
ble, test count some of these to 
check against the inventory rec- 
ords. 


. In any case, obtain physical con- 


tact with the inventory and 
identify major inventory com- 
ponents, sight-testing them for 
general reasonableness. 


. Obtain a summary of inventory 


quantities from the cost depart- 
ment and compare these with 
quantities shown by the inven- 
tory records. Investigate any dif- 
ferences. 


. Inquire as to whether the com- 


pany makes test counts at the 
close of its natural business year 
or at any other time when quan- 
tities on hand are at a minimum. 
If so, obtain inventory instruc- 


tions, review procedure followed, 
and determine if satisfactory. 
Obtain work papers, and deter- 
mine number, extent, and dis- 
position of discrepancies discov- 
ered during last count. 


. Inquire as to any statistical rec- 


ords of production and sales 
which might be used to support 
the inventory quantities. Trace 
entries into perpetual ledgers for 
a test period. 


. Obtain a schedule or trial balance 


of inventory quantities held for 
customers and compare with de- 
tailed records. 


. Confirm quantities held for cus- 


tomers, sending requests to all 
major customers whether de- 
tailed trial balance shows sub- 
stantial quantities on hand or 
not. 


. If customers’ inventories are 


physically segregated, sight-test 
selected items for apparent rea- 
sonableness. 


. Review sales records, including 


recent sales contracts, for recent 
substantial sales for which inven- 
tory is held and trace into de- 
tailed trial balance. 


. Analyze rental income for last 


month of year and reconcile it 
with detailed records of quan- 
tities held. 


. Scan customers’ accounts for any 


unusual features such as substan- 
tial balances with little or no ac- 
tivity and investigate as neces- 
sary. 


. Apply gross profits test to de- 


termine overall reasonableness of 
the inventory amount. 


. Obtain an inventory representa- 


tion letter from the company’s 
officers. 
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Number 4 (Estimated time—30 to 40 min- 
utes) 


What are the limitations in applying the 
generally accepted auditing standard of an 
opinion as to conformity of financial state- 
ments with generally accepted principles 
of accounting? Indicate the general effects 
of its application on the wording of the 
opinion in the auditor’s special report on 
the statements of each of the two following 
cases. 

1. The financial statements of the XYZ 
Market, a retail grocery operated as 
an individual proprietorship, are 
prepared on the basis of cash receipts 
and disbursements. These statements 
do not purport to present the finan- 
cial position and results of operation 
of the company. 

. The financial statements of the Rain- 
tree County Hospital, a private non- 
profit organization, are prepared in 
accordance with the principles and 
practices of uniform accounting pre- 
scribed by a national hospital associa- 
tion. These statements purport to 
present the financial position and re- 
sults of operation of the hospital. 


Answer 4 


The generally accepted auditing stand- 
ard of an opinion as to the conformity of 
financial statements with generally ac- 
cepted principles of accounting is intended 
to be applied to financial statements which 
purport to show financial condition and re- 
sults of operations, normally a balance 
sheet and statements of income, retained 
earnings, and capital. It is not intended to 
apply to financial statements which do not 
purport to present financial condition and 
results of operations. 

1. Inasmuch as the financial statements 
of the XYZ Market do not purport 
to present the financial condition and 
results of operations of the Market, 
the generally accepted standard does 


The Accounting Review 


not apply. The auditor’s respong- 
bility is to see that the financial 
statements clearly state what they do 
purport to present and to express his 
opinion as to whether they do fairly 
present what they purport to present, 
He also has a responsibility to indi- 
cate in his report that the financial 
statements do not purport to show 
financial condition or results of opera- 
tions. This could be accomplished by 
a clear reference to cash transactions 
but probably more effectively by an 
outright statement disclaiming re- 
sponsibility for financial condition 
and results of operations as follows: 
“In our opinion, the accompany- 
ing statements, which do not purport 
to present financial condition or re- 
sults of operations, present fairly the 
assets, liabilities, and proprietorship 
of the XYZ Market, at December 31, 
, arising from cash receipts 
and disbursements, and the revenues 
collected and expenses paid during 
the year then ended, on a basis con- 
sistent with that of the preceding 
year.” 

. Because the financial statements of 
the Raintree County Hospital pur- 
port to present the financial position 
and results of operations, the audit- 
ing standard applies. Further, be- 
cause the statements are prepared in 
accordance with clearly defined prin- 
ciples generally accepted for hospital 
accounting and clearly set out in 
authoritative literature, the standard 
short-form opinion is appropriate, 
although it could be modified by re- 
ferring to “generally accepted ac- 
counting practices for non-profit or- 
ganizations” rather than to “gener- 
ally accepted accounting principles.” 


Number 5 


You are engaged as the auditor for an 
employees’ profit sharing pension trust 
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which has been in existence for a number 
of years. Each qualified employee has an 
equity in the trust which the employee is 
entitled to receive when he leaves the com- 
pany. The membership of participating 
employees changes each year because addi- 
tional employees qualify while others are 
retired. The amount of equity received 
varies with length of service from zero for 
the first five years up to 100% with ten 
years of service. The trust agreement does 
not state how the fund’s assets should be 
valued. The trust’s assets consist of the 
following : 

Cost 

50 ,000 

100 ,000 


500,000 


a. You are requested to give the trustees 
your recommendations for the valua- 
tion of the trust’s assets in certified 
financial statements and the reasons 
for your recommendations. 


. Would your opinion be a standard 
opinion or would you vary it, and, if 
so, how? 

. The trustees inform you that the 
trust has entered into a ten-year 
lease on the rental property. The 
trust is to receive annual rents of 
$21,000 for ten years and the lessee 
has the option to purchase the build- 
ing for $125,000 at the end of the 
lease. The lessee has installed an ex- 
pensive air conditioning system and 
has expended substantial sums for re- 
modeling and modernization. The 
trustee would like your recommenda- 
tions for valuing the building in the 
accounts this year and in the future, 
and your suggestions for the proper 
accounting entries to record the 
yearly $21,000 payments. 

. What disclosure, if any, of the lease 
should be made in the financial state- 
ments? 


Answer 5 


a. The trust assets should be valued in 
accordance with the wishes of those 
who established the trust. If this can 
not be determined from the terms of 
the trust agreement, the agreement 
should be amended to state the in- 
tended basis of valuation. The assets 
should be valued on a basis that is 
equitable to the trust participants. 
Inasmuch as the participants change 
every year and it is implied that 
their retirement equity is influenced 
by the method of asset valuation, it 
appears that valuation of the assets 
at market values would be most 
equitable. For the stocks and bonds, 
at least, this can also be an objec- 
tively determined and verifiable 
value. - 

. If the financial statements state 
clearly the basis for valuation of the 
assets, an unqualified opinion can be 
given. Inasmuch as this is not an un- 
usual way of valuing assets for trust 
fund operations, it can be considered 
in accordance with generally accept- 
able principles of accounting. But if 
the financial statements do not indi- 
cate the basis of valuation, the 
auditor must do so in his report be- 
cause the statements are then provid- 
ing something less than full disclo- 
sure. 

. The rental property presents a diffi- 
cult valuation problem because it 
cannot be known at the present time 
whether the lessee will take over the 
building at termination of the lease 
or not. By entering into this lease 
agreement, the trustees have con- 
verted this property into the equiva- 
lent of an annuity of ten payments of 
$21,000 each, plus a final payment of 
$125,000 or the value of the property 
at that time. If present judgment 
indicates that the building will have 
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a recoverable value of at least 
$125,000 at the end of the ten year 
period, that amount can be used as 
the amount of the last payment; if 
not, an appropriate smaller valua- 
tion should be used. 

To value this “annuity” for state- 
ment purposes, a rate of discount is 
necessary to arrive at the present 
value of the several payments. The 
trustees should select a rate which is 
reasonable for investments of this 
type and risk. The auditor should, of 
course, review this for reasonable- 
ness. The balance sheet valuation 
would change each year as the num- 
ber of payments is reduced. 

The annual rental payments would 
be credited against the carrying value 
of the rental property and against 
income, the income credit being equal 
to the rate of return multiplied by the 
value of the investment. 


. The normal test of whether disclosure 


is required is the test of materiality, 
that is whether knowledge of the 
particular matter would influence the 
judgment of an informed investor. In 
this case, the participating employees 
are the nearest equivalent to inves- 
tors except that it is doubtful if their 
entrance into or retirement from the 
trust is in any way contingent upon 
disclosures in the financial state- 
ments. For that reason it seems un- 
likely that disclosure of this particu- 
lar lease agreement is of real im- 
portance. However, the basis of valu- 
ation of the building is sufficiently 
unusual that the existence of the 
lease and the method of valuation 
should both be disclosed, somewhat 
as follows: 
The rental property is currently 
under lease to the Blank Company 
for a period of ten years at an an- 
nual rental of $21,000. The terms 


of the lease include a provision for 
purchase of the property on ter. 
mination of the lease for $125,000, 
at the option of the Blank Com. 
pany. For financial statement pui- 
poses, the rental properties are 
valued at the computed present 
value of the payments anticipated 
to be received under the lease. 


Number 6 


You are engaged in an audit of the ree- 
ords of a trucking concern for the year 
1958. You find that the company finances 
the purchase of most of its trucks under 
lease bailment contracts with the First 
National Bank in Brendon. The contracts 
provide for rental payments in equal 
monthly installments over a period of 4 
years at the end of which time the com- 
pany obtains title to the trucks. However, 
the company reserves the right to termi- 
nate the rental agreements at any time 
during the period of the leases upon re- 
linquishing possession of the trucks to the 
bank. The estimated useful life of all 
trucks used in the business is 5 years and 
the company provides for depreciation on 
all of its depreciable property on the 
straight-line basis. 

The company has not been consistent in 
completing contract payments and in ob 
taining titles to trucks at the end of the 
period of the agreements. Since 1951 fifty 
contracts have been negotiated by the 
company three of which are still in effect 
and ten on which payments had not been 
completed. Possession of the trucks under 
the latter contracts was relinquished to 
the bank. The company has followed a 
policy, with which you agree, of recording 
trucks in the accounts when payment was 
completed and title was obtained by the 
company. During the year 1958 the three 
bailment lease contracts in effect were as 
follows: 


Contract 
Number 
1 
2 
3 
Total... 
a. A 
| y 
ti 
b. 
Answ 
a. 
Con 
Con 
(1) C 
(2) 
Con’ 
(3) D 
T 
Pa 
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Monthly 


t 
Covet 


From To 


1/1/58 12/31/61 
4/1/54 3/31/58 
6/1/56 5/31/60 


$2 ,500 
000 


$120,000 
96,000 
3/000 


144’ 000 


a. As a means of checking the entries 


made in the accounts during the 
year, you are to prepare a worksheet 
summarizing the following transac- 
tions, assuming that all monthly pay- 
ments have been made under the 
contracts and that the salvage value 
is to be disregarded. 

(1) Recording the contract en- 
tered into at January 1, 1958. 

(2) Total installments paid under 
all contracts during the year, 
1958. 

(3) Provision for depreciation, if 
any, on trucks covered by the 
above contracts during the 
year. 


. Present the disclosures, if any, relat- 


ing to the lease bailment contracts 
which you would make on the balance 
sheet at December 31, 1958. 


Answer 6 


a. 


Leased 
Trucks 


Balances 1/1/58 


Contract 2 ( 96,000—90,000)........ 
Contract 3 (144,000—57 ,000) 


(1) Contract 1 entered into 1/1/58 


$ 6,000 
87 ,000 


Installments 
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lease agreement. Entries in these accounts 
for transactions as shown are not essential 
but have the advantage of providing a 
complete record of each contract and its 
liquidation. 

Because the company has failed to com- 
plete payment on a substantial number of 
contracts, the annual amounts paid under 
each contract must be viewed as rental 
expense until the contract is completed. 
This is in accord with the company’s pol- 
icy of recording trucks in the accounts 
only when payment is completed. 

This raises something of a problem with 
respect to recognition of the value of the 
trucks obtained when contracts are paid 
in full. If the amount is material, it should 
be credited to a special account and shown 
as a separate item in the income state- 
ment; if not material, it can be netted 
against rental expense. 

b. The required disclosure of the lease 

bailment contracts should be about 
as follows: 


The company is currently obli- 
gated in the total amount of 
$141,000 payable in monthly in- 
stallments of $5,500 for 17 months 
and $2,500 for an additional 19 


Rental Trucks Accrued De- 


Cash Expense Owned preciation 


Payable 


$( 6,000) 


(87 ,000) 


$ 93,000 
120,000 


(2) Payments during year 
Contract 1 


3 
Contract 2 completed (1/5 of 56,000)... . 
(3) Depreciation (9/12 of 19,200) 


(72,000) 


$ (93,000) 


(120,000) 


72,000 $(72,000) $72,000 
$19,200 


$(14, 400) 


Balances 12/31/58 


$141,000 $(141,000) $(72,000) $72,000 $19,200 $(14,400) 


The Leased Trucks and Installments 
Payable accounts are contra accounts in- 
dicating the remaining liability under the 


months to the First National Bank 
in Brendon under lease bailment 
contracts for the rental of trucks. 
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These contracts provide for termi- 
nation without penalty at the op- 
tion of the company and for ac- 
quisition of the trucks covered by 
any contract upon completion of 
payments required under the con- 
tract. 


Number 7 


You have been retained by a municipal 
water district to conduct an audit of the 
books and records for the year ended June 
30, 1958. The Board of Commissioners 
advise you that they wish a certified audit 
for the year and that the last time the 
books of the District had been audited by 
a certified public accountant was as of 
June 30, 1954. 

During the audit, you discover that the 
bank account appears to be short in the 
amount of $3,750. You also note that the 
shortage appears to represent the differ- 
ence between the acknowledged receipts 
and the deposits to the bank for the 
months of July to February, inclusive. 
You also note that all funds have been 
properly recorded and deposited subse- 
quent to February, at which time a new 
manager was hired for the District. You 
also learn that at the same time an old and 
trusted veteran office worker retired from 
service. During your discussion of general 
procedures and bookkeeping routine with 
the manager, another office clerk with six 
years service to the District submitted 
notice of resignation to become effective 
in two weeks. The manager also advises 
you that during the month of April, 1958, 
there had been a shortage of $40 in one 
day’s receipts and that he had been unable 
to determine the cause of this shortage. 

a. Outline the audit steps you would 
take in connection with this cash 
shortage. 

b. Could you render an unqualified 
opinion in your report on this en- 
gagement? Explain briefly. 


c. Describe briefly the comments yoy 


would include in your report regard. 
ing the cash shortage. 


Answer 7 
a. A typical examination for the pur. 


pose of expressing an opinion on 

financial statements may uncover 

fraud and other irregularities, but 
that is not a major purpose and the 
audit cannot be relied on to do s0. 

Therefore the auditor has no absolute 

responsibility to proceed further in 

the investigation of this shortage un- 
less both he and the management are 
agreed that he should. 

1. Notify the Board of Commission- 
ers that a shortage has been dis- 
covered, including the apparent 
approximate amount and nature, 
and explain to them carefully the 
extent of an auditor’s responsibil- 
ity. Point out that it is up to them 
to take steps to determine the 
total actual shortage, to protect 
the documents and records in- 
volved, to notify the bonding 
company, if appropriate insurance 
is covered, and to take action 
against the responsible employee. 

. Discuss with the Board of Com- 
missioners any additional work 
they desire the auditor to under- 
take. Point out the steps that can 
be taken and the approximate 
cost. If they wish to have the 
auditor expand his investigation 
to search for additional shortages, 
a separate engagement memoran- 
dum is desirable. 

. If the Board of Commissioners en- 
gages the auditor to do additional 
work, the cash receipts as shown 
in the detailed cash receipts rec- 
ords should be proved against re- 
mittance advices or receipts and 
reconciled with the cash deposits 


3 
2 

q 


per bank day by day for the entire 
period from July to February in- 
clusive. 


4, Supposedly the auditor has al- 


ready reviewed the internal con- 
trol. At this point he should study 
his review carefully to determine 
at what point apparent weak- 
nesses exist and what tests should 
be applied. From the facts given 
in the problem, it is not possible 
to determine exactly what steps 
should be taken, but it seems ap- 
parent that additional work on 
cash receipts is desirable. 


b. Inasmuch as this is a first audit, an 


unqualified opinion cannot be given 
unless the auditor is able to satisfy 
himself as to the reasonable propriety 
of accruals, deferrals, inventories, 
asset balances, and the like at the 
beginning of the year. If he can 
satisfy himself on these items, and 
inventories are not likely to be a ma- 
terial item in a municipal water dis- 
trict, he can give an unqualified opin- 
ion; if he cannot, he must qualify his 
opinion relating to the income state- 
ment. The discovery of fraud in itself 
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does not prevent him from giving an 
unqualified opinion. If he can satisfy 
himself that the balance sheet, after 
adjustment for any shortages dis- 
covered, presents fairly the financial 
position of the District at June 30, 
1958, and the income statement pre- 
sents fairly the results of operations 
for the year, an unqualified opinion 
is in order. 


. If the only report given is a short- 


form report, no comments with re- 
spect to the cash shortage are re- 
quired unless the amount is so sub- 
stantial that omission of comment 
would mislead readers of the state- 
ments. If a long-form report is given, 
and because of the nature of the en- 
gagement this is very likely, the 
auditor should include a brief, factual 
statement of the discrepancies noted, 
the records and procedures involved, 
and the apparent amount. He should 
be careful not to state a definite 
amount unless he has made a suf- 
ficiently extended examination to 
assure himself of the accuracy of his 
estimate, and he must be careful not 
to level charges at anyone. 


A helpful seventy-six page booklet entitled INFORMATION FOR CPA CANDIDATES is 
available for 30 cents from the American Institute of Certified Public Accountants, 270 Madi- 


son Avenue, New York 16, New York. 
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ASSOCIATION NOTES 


WENDELL P. TRUMBULL 


Eprror’s Note: Members of the Association are urged to submit news items for this section to Wendell P. 
Trumbull, College of Business Administration, Lehigh University, Bethlehem, Pennsylvania. Deadline dates for 
the receipt of items to be included in Tae Review are October 20 for the January issue, January 20 for the April 
issue, April 20 for the July issue, and July 20 for the October issue. 


ALABAMA 
University of Alabama 


FREDERIC BRETT has been promoted to assist- 
ant professor. He received the Ph.D. degree last 
August. James Kerrey, formerly with Peat, 
Marwick, Mitchell & Co., is serving as temporary 
instructor and working on the doctorate, PERCY 
YEARGAN has been granted a leave of absence to 
teach at Mississippi Southern College. 

Members of the Accounting Department con- 
ducted a series of short courses for personnel of the 
Alabama Department of Revenue last summer. 

PauL GARNER presented a paper at the 1958 
annual meeting of the AICPA on the Institute’s 
program of continuing education. GARNER is serv- 
ing as a member of the national committee on edu- 
cation of the Controllers Institute. During 1958 
JosrrnH E. LANE presented a paper on closed- 
circuit TV education at both the Southeastern 
group meeting of the American Accounting Asso- 
ciation and the Southeastern section meeting of 
the American Society for Engineering Education. 

W. C. FLEWELLEN addressed chapters of 
NAA during 1958 in Birmingham and Chatta- 
nooga. He also spoke to the Birmingham chapter 
of the National Office Management Association. 
V. Victor Harrison has been elected secretary- 
treasurer of the Alabama Society of CPA’s. 


ARIZONA 
University of Arizona 

KeMPER W. MErRIAM has rejoined the faculty, 
after resigning at San Jose State College. He re- 
ceived the Ph.D. degree in 1957 from the Univer- 
sity of Texas. 

ARKANSAS 

University of Arkansas 


New instructors on the staff are Ivan HALL, 
PADEN NEELEY, and Jess Ruopes. La- 
GroneE has completed requirements for the degree 
of Ph.D. at Alabama. 

CALIFORNIA 
Los Angeles State College 


S. O. HANSEN is on sabbatical leave during the 
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fall semester. WILLARD HoRWICH received the 
LL.B. degree from U.C.L.A. last June. 


FLORIDA 
Florida State University 


The new School of Business Building was 
dedicated last October. 


University of Florida 


James L. Ape, Keitn C. Austin, James E. 
Brown, and M. W. WELLs, Jr. have been ap- 
pointed to the staff as instructors. WItLiam E, 
NEWBOLT is serving as lecturer, while on sab- 
batical leave from Berea College. RoBert Din- 
MAN is spending the year at the University of 
Indonesia, in Djakarta. 

James S. LanHam spoke at the NAA meeting 
in St. Petersburg last October. The Ninth Annual 
Graduate Accounting Conference was held on the 
campus September 25-27. 


University of Miami 

Harry R. Price, Harry H. Wane, and 
Howarp A. Zacur have been appointed members 
of the graduate faculty of the School of Business 
Administration. Etprep C. Speck, formerly of 
the University of Kentucky, has joined the staff as 
assistant professor. 

Beth R. Thompson & Co., CPA’s, have set up 
an annual award of $500 for accounting students. 
Other annual awards are granted by Pentland 
Purvis & Keller and by the Dade County Society 
of CPA’s. In addition, the Accounting Society on 
the campus has established an Emergency Loan 
Fund for deserving students. 


GEORGIA 
Emory University 


James Gentry has been appointed instructor. 
EvERETT J. MANN is now with the International 
Cooperative Administration. 


The University of Georgia 


James C. CarTER has joined the staff as asso- 
ciate professor. STEPHEN Homick and Joun 6. 
PaTE, JR. have been made assistant professors. 
Louis MULLEN has accepted an instructorship. 
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M. is conducting lectures in 
elementary accounting by means of closed-circuit 
television. A non-credit course, “Readings in Ac- 
counting,” is being given under the direction of 
Professor Heckman as a service to the CPA’s of 
the state. 

The Twelfth Annual Accounting Institute was 
held at the Center for Continuing Education, 
November 12-14. Celebration of the fiftieth an- 
niversary of CPA legislation in Georgia was a 
special feature of these meetings. 


ILLINOIS 
Northwestern University 


The Accounting Department was co-sponsor, 
with the Illinois Society of CPA’s, of an advanced 
professional study conference on “The CPA as an 
Adviser to Management.” GEorGE W. CoLtins 
was a round-table participant on the subject, 
“Does the CPA’s Education Equip Him for the 
Role of Management Consultant?” 


Southern Illinois University 


CurrrorD BurceEr, formerly a partner with 
George S. Olive & Co., has joined the faculty as 
associate professor. JEROME J. ROOKE has been 
appointed instructor. 


University of Illinois 


DorotHy LITHERLAND and KENNETH W. 
Perry have been promoted to professor. Pro- 
fessor Litherland has been named Associate Dean 
of the College of Commerce and Business Admin- 
istration. 

Donatp H. SKADDEN has been promoted to 
associate professor. PauL W. CLEVENGER and 
Purtip E. Fess have been promoted to the rank 
of instructor. Instructors added to the staff last 
fall are HERSHEL M. ANDERSEN and HaRoxp W. 
JASPER. 

The following part-time assistants have joined 
the staff: Lewis C. BuLLER, DALE W. Harrison, 
Gorpon M. Jouns, WALLACE E. KEtty, J. 
NortH, Joun K. Dicxason, and Trsss. 

Wittiam C. has accepted an associ- 
ate professorship at the University of South 
Carolina. R. GLEN BERRYMAN and RupoLpH W. 
SCHATTKE have accepted assistant professorships, 
respectively, at the University of Minnesota and 
Arizona State University. FLoyp W. WINDAL has 
joined Arthur Andersen & Co., in Los Angeles, 
and Ropert G. STEvENs has gone with Touche, 
Niven, Bailey & Smart in the Detroit office. 


Indiana University 
Lioyp VANN SEAWELL, who received the 
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D.B.A. degree from Indiana University last Sep- 
tember, has been appointed assistant professor. 
The following have accepted appointments as 
faculty lecturer: Joz R. FritzEMEYER, SAMUEL 
Pavut K. HAtt, and Ray H. McLary. 

RoBERT E. WALDEN will be on sabbatical leave 
during the second semester. He is planning to do 
research in Western Europe. Donatp F. Istvan 
and Ray M. Powe t have been on leave during 
the first semester, performing research in the 
area of accelerated depreciation, on a Ford 
Foundation grant. 


IOWA 
Drake University 


RICHARD PEEBLER spent the past summer with 
Augustine & Co., CPA’s, in Des Moines, under 
a faculty employment arrangement. 


State University of Iowa 


DaNIeEL L. SWEENEY has been promoted to as- 
sociate professor; he recently received the Ph.D. 
degree at Michigan. Appointments to instructor- 
ships in accounting include Robert L. BONNING- 
TON, L. LEE Hoover, JoHN P. NEtson, Harry 
OsTENDORF, and MARVIN WINICK. 

Bitty L. Barnes received the Ph.D. degree 
from the University of Illinois last October. 

The Department of Accounting, cooperating 
with the Iowa Society of CPA’s, recently con- 
ducted a tax and accounting conference in Iowa 
City. 

KENTUCKY 
University of Kentucky 


RoBERT O. Brown has joined the staff as as- 
sistant professor. The University was host to the 
Kentucky Institute on Accounting, October 31- 
November 1. 


LOUISIANA 
Louisiana Polytechnic Institute 


C. Herman BrassEAvx joined the faculty last 
September with the rank of associate professor. 
R. C. FERRINGTON is on leave to complete work 
on the doctorate at Michigan State University. 

The Eleventh Annual Louisiana Accounting 
Conference was sponsored by the Department of 
Accounting on October 29 and 30. 


MICHIGAN 
University of Detroit 
Joun W. McAuttrre, chairman of the Ac- 


counting Department, has been promoted to pro- 
fessor. RicHarD E. CzARNECKI has been pro- 
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moted to assistant professor. New additions to the 
full-time staff are Joun J. MCMAnvs, assistant 
professor, and RicHarp A. Youns, instructor. 
Two consulting professors have joined the 
staff: Linn W. Hosss, a former partner of Ly- 
brand, Ross Bros. & Montgomery; and JosEPxH V. 
MANCOTTI, vice-president of Luciphone, Inc. 


MISSOURI 
University of Missouri 


A. Sttvoso has been promoted to pro- 
fessor. RaLtPpH E. SKELLy is the recipient of the 
first grant of $2,500 by the National Association 
of Bank Auditors and Controllers to aid in the 
completion of his doctoral dissertation. 

Joun L. SHock has accepted a position as as- 
sociate professor at Hendrix College. Burvin C. 
ALREAD has returned to Hendrix College as pro- 
fessor after a year’s leave to complete course re- 
quirements for the doctorate. Joun D. SHEPPARD 
and Cari A. RopINa have accepted positions with 
Peat, Marwick, Mitchell & Co., St. Louis, and 
Price Waterhouse & Co., New York, respectively. 

FREDERICK EvERETT has been elected Com- 
mandant, Department of Missouri, Marine Corps 
League; he served last year as adjutant pay- 
master of this state organization. 


NEW YORK 
The City College of New York 


Joun N. MYER’s Financial Statement Analysis 
has been published in a Japanese edition in Tokyo, 
Japan. 


Columbia University 


WittiaM T. Baxter of the London School of 
Economics has joined the faculty as a visiting 
professor. Staff additions include Ropert C. 
Witey and Franx H. Mutuine, both of whom 
are doctoral candidates on leave from the Uni- 
versity of Georgia. 

CHARLES W. BASTABLE, JR., is on sabbatical 
leave for the academic year. In his absence 
G. CHESTER OWENS is serving as executive officer 
of the Accounting Division. 


Harpur College 


Lin S. Cutao has been appointed assistant 
professor. 


Syracuse University 


GorpDON Bonner has been added to the staff 
as an instructor. WILBER C. HAsEMAN is on a Ful- 
bright award in Finland for the academic year. 


OHIO 


Bowling Green State College 


F. Scumettz has been advanced to 
professor. He is a member of the advisory pane 
of the national committee on education of the 
Controllers Institute, and is currently serving as 
president of the Toledo chapter of the Ohio 
Society of CPA’s. 

WERNER FRANK has joined the staff as assist. 
ant professor. Ceci N. Hinman has resigned his 
position as lecturer to accept the department 
headship at Finlay College. 

The first offering of a course in electronic ac- 
counting last year proved so popular that a second 
section was required. 


Ohio University 


Witt1am C. STEWART was appointed to the 
accounting staff in September. GrtFrorp Frazer 
has joined the faculty, replacing Warren H. 
REININGA who is participating in a teacher-train- 
ing project in Nigeria, Africa, for a two-year 
period. 

OKLAHOMA 
Oklahoma State University 


B. F. Harrison attended the meeting of the 
Association of CPA Examiners at Detroit in Oc- 
tober and remained as a representative of the 
University at the annual AICPA meeting. It is 
the policy of the University to have a faculty 
representative at the annual meetings of both the 
AAA and the AICPA. 

CLARENCE A. Brack received the Nebraska 
CPA certificate in August. Frep BLacx is on a 
two-year leave for doctoral work at Indiana Uni- 
versity. 


University of Oklahoma 


THEODORE P. HERRICK, formerly with Arthur 
Young & Co. in Tulsa, has joined the faculty. 
C. Larry McLane, upon completion of the LL.B. 
degree, has accepted a position as associate pro- 
fessor of law at the university. Travis P. Goc- 
GANS was recently awarded the CPA certificate. 

OrHet D. WESTFALL attended a one-month 
seminar on new developments in business admin- 
istration at Watertown, Massachusetts, spon- 
sored by the Ford Foundation and conducted by 
the Carnegie Institute of Technology. 


PENNSYLVANIA 
University of Pennsylvania 


ApotpH Matz has been promoted to professor. 
Ricuarp S. Woops recently became associate 
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professor. OWEN Manon, WILLIAM C. HERDMAN, 
Joun T. OVERBEY, and JOHN S. SHELLENBERGER 
have been appointed instructors. 

WittiarD E. Stone has been elected Presi- 
dent of the Grand Council of Beta Alpha Psi. 
Rurus WIxoN spent the summer in Washington, 
D. C., as consultant for the Office of Assistant 
Secretary of Defense (Comptroller), ADOLPH 
Matz was a consultant for the Budd Co. last sum- 
mer in Europe. 

James S. MCALLISTER has resigned to accept 
the position of assistant superintendent of schools 
in Rochester, New York. 


University of Pittsburgh 

J. H. Rossert and L. A. WERBANETH, Jr. 
have been appointed members of the committee 
on education of the Pennsylvania Institute of Cer- 
tified Public Accountants. W. W. FRASURE is a 
member of the education committee of the Pitts- 
burgh chapter of the Pennsylvania Institute. 


TEXAS 
North Texas State College 


OrvILLE ExtioTtT, who recently received the 
Ph.D. at Oklahoma, has joined the staff. FLoyp 
PEAvVLER has accepted an appointment on the 
staff. 

A conference on management services, co- 
sponsored with the Dallas and Fort Worth chap- 
ters of the Texas Society of CPA’s, was held in 
October on the campus. 


Texas College of Arts and Industries 


WaLTeR S. MANNING was visiting professor 
last summer. 


The University of Texas 


Joun Arcu WHITE is serving as acting dean of 
the College of Business Administration. New 
faculty appointments include WAYNE P. TENNEY 
and Ben B. Barr as assistant professors and 


Association Notes 


161 


Russet C. Apple as lecturer. New teaching as- 
sistants are as follows: Lorenzo M. BeEtort1, 
Wayne P. Cuapin, Wittiam C. DENT, WAYNE 
GOETTSCHE, and Arot S. RIDDLE. 

Date S. Harwoop, Jr. has resigned to join the 
faculty at the University of Oregon. Purp T. 
Meyers has returned to the University of Minne- 
sota after serving here as assistant professor on a 
one-year appointment. 

Officers of the Texas Society of CPA’s include 
GLENN A. WELSCH, director, and Cuartes T. 
ZLATKOVICH, secretary. Jim G. ASHBURNE is edi- 
tor of the Texas CPA. 


WASHINGTON 
University of Washington 


REED K. Storey has been promoted to assist- 
ant professor. He was the recipient of the Ph.D. 
degree from California last June. Wrrt1am B. 
FLOWERS, recently at the University of Texas, has 
joined the staff as acting assistant professor. 
Dennis M. Davies, on leave from Portland State 
College, has been appointed part-time lecturer. 

Kermit O. Hanson, LAUREN M. WALKER, and 
WALTER S. PALMER again served on the faculty 
of the annual Advanced Management Seminar 
at the University. Frep J. MUELLER spent the 
summer with Haskins & Sells, at the Seattle office. 


WEST VIRGINIA 
West Virginia University 


CLARENCE L. Price, who recently received 
the LL.B. degree, is leaving the academic life for 
public accounting practice in Phoenix, Arizona. 


WYOMING 
The University of Wyoming 


Louis C. JURGENSEN received the CPA cer- 
tificate in Wyoming last July. 


BOOK REVIEWS 
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Book Reviews 


Accounting 


ReseancH DEPARTMENT, AMERICAN INSTITUTE OF 
Pustic ACCOUNTANTS, Accounting Trends 
and Techniques, Twelfth Edition (New York: Ameri- 
can Institute of Certified Public Accountants, 1958, 
pp- vii, 259, Price $15.00). 


The twelfth annual cumulative survey of the ac- 
counting aspects of the annual reports of 600 industrial 
and commercial corporations by the Research Depart- 
ment of the American Institute of Certified Public Ac- 
countants has been released. The survey, as usual, pre- 
sents numerous comparative tabulations which as 
stated in the Preface,“ . . . show the current trends in 
corporate reports in such diverse accounting matters 
as the various types of financial statements presented, 
their form and terminology, and the accounting treat- 
ment accorded the transactions and items reflected in 
the statements.” 

The annual presentation of this survey has proved 
to be very useful to financial officers, practicing ac- 
countants, teachers, and students. The American Insti- 
tute is to be commended for this service. 4 


Russett H. HasstER AND E. Harian, Cases in 
Controllership (Englewood Cliffs: Prentice-Hall, 
Inc., 1958, pp. ix, 354, Price $6.95). 


Among all the wide range of courses which we give 
in the area of accounting in our American universities, 
those in management accounting or controllership are 
most naturally adapted to the use of the case method. 
There have been other books of cases but none hereto- 
fore have been so directly and successfully set up with 
the controllership course in mind. This book, with its 
thirty-eight cases could be made the sole text in a se- 
mester course in controllership, by an instructor who 
was sold on and who had some feeling for the use of the 
straight case method, or it could also be used, effectively, 
as supplementary case material by the instructor who 
still feels the need of supporting standard text material. 

Many of the cases, considered individually, contain 
so much substantive accounting (as well as organiza- 
tion, finance, etc.) that they might not seem to be 
clearly conirollership material. It is only by seeing the 
cases as a part of this whole well-organized book that 
their impact as controllership training is properly ap- 
preciated. Perhaps the authors could have been some- 
what more explicit in insisting that the pertinent point 
of each case should be the controller’s attitude, the con- 
troller’s responsibility, or the coniroller’s angle on the 
situation. As it stands, if the book is used as the sole 
reading material in a course, the instructor will have to 
supply some direction to the students’ thinking. 

In this task—the proper and most effective use of the 
book as a text—the instructor will be well advised to 
take very seriously the short but superbly written intro- 
duction. This important six-page statement very prop- 
erly quotes the oft quoted purposes (6) and the list of 
duties (17) set forth by the Controllers Institute of 
America which are the closest approaches available to 


any official statement of the controllership function. 
The introduction also embraces the authors’ own con- 
cept of the controller’s function, with a clear recognition 
of its broadening scope, as well as a very short section 
on the proper use of cases. The extreme brevity with 
which these important matters are treated is a reflection 
of the desire to keep the publication purely a case book 
in the tradition of the Harvard Business School. 
Structurally the book is divided into four sections: 


The Nature of the Controller Function (5 cases) 

Internal Control and Internal Audit (10 cases) 

Accounting Policy (7 cases) 

The Role of Financial Analysis in the Management 
Process (16 cases) 


Each of the sections has a very short ($ page) intro- 
ductory statement and each case is introduced with a 
few sentences giving a lead or clue to its significance. 
These all-too-brief statements are succinct and well 
written and should give the student a valuable boost in 
the right direction. Some of the cases end with a sen- 
tence or two—often a direct question—directing the 
student’s attention to the main issue, but the rest of the 
cases, true to the case method philosophy, leave the 
student entirely on his own as to what he will do with 
the case. 

All in all this book should prove a very healthful in- 
fluence in a great many accounting and business cur- 
riculums where its facts-of-life realism is needed to help 
the student bridge the gap from textbook training to 
the cold and cruel complications of the real world. 

Lzo A. 
Professor of Accounting 
University of Michigan 


W. Homes amp Francis E. Moore, Audit 
Practice Case, Fifth Editon (Homewood, Illinois: 
Richard D. Irwin, Inc., 1958, Price—Parts I-V, 
$6.50; Parts—I-VI, $7.25). 


The Audit Practice Case consists of six parts, each 
separately bound and pertinent for use by a student, 
who is tc assume that he is the senior accountant in 
charge of a recurring audit engagement for 1960. The 
corporation selected for audit is The Hollingsworth 
Gear Company. The student is instructed to ‘complete 
the audit program, prepare audit work papers, prepare 
a report covering any weaknesses in accounting and in- 
ternal control, and prepare a long-form audit report. 

Part I of the case consists chiefly of information and 
instructions for examining each financial element, the 
latter representing either a general ledger account or a 
closely related group of general ledger accounts. Data 
provided for the examination of each financial element 
include: (1) Company procedure, including a narrative 
of accounting and internal control; (2) Material fur- 
nished for examining the account, including list of types 
of vouchers, supporting documents, etc.; (3) Audit 
program, consisting of a list of numbered audit pro- 
cedures. A few transactions are selected for examination 
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throughout the year; however, the great majority of 
transactions selected for examination are from the last 
month. All audit procedures which could be applied are 
listed in the program, even though the authors have 
wisely recognized that a complete audit program and set 
of records cannot be provided in a case in such manner 
and detail as to constitute a completely practical situa- 
tion. Audit procedures which ordinarily could not be 
performed in an audit case are designated by means of 
an asterisk in the audit program. Each audit procedure 
is to be initialed as it is completed. 

The major books of original entry (Part III) and 
general ledger and subsidiary ledgers (Part V) are ma- 
chine developed and posted records which one would 
reasonably expect to find today in a progressive me- 
dium-sized manufacturing firm. Routine transactions 
for each of the first eleven months are condensed; how- 
ever, unusual transactions are presented in detail. Trans- 
actions for the last month are entered in greater detail 
because the audit program concentrates on that month. 
The number of transactions in the last month are not 
excessive. For example, there are eighteen cash receipt 
entries, thirty general checks drawn, thirty-six disburse- 
ment vouchers drawn, and thirteen sales invoice entries. 

Audit papers (Part VI) and audit report (Part IT) 
for 1959 provide the student with important guides for 
the conduct of his examination and writing the long- 
form report for 1960. Some instructors may prefer that 
the student not have access to audit papers for 1959. 
The publisher has made the case available in two forms, 
one without and one with audit papers. It would appear 
desirable in the typical undergraduate course for the 
student to have access to 1959 audit papers. The stu- 
dent should be instructed that much thought, imagina- 
tion, and understanding should go into the preparation 
of work papers and audit reports and that those from 
the previous year are not to be followed in a mechanical 
manner. Vouchers and other supporting documents 
(Part IV) are perforated and may be removed for more 
effective use. The material appears quite realistic and 
its use will provide the student with meaningful experi- 
ence in understanding the nature and purpose of each 
paper. 

Many instructors will not agree with the authors and 
will have extreme difficulty in justifying to the thinking 
accounting major the authors’ practice of using market- 
ability as the major test for determining whether a stock 
or bond should be classified as a current asset in the bal- 
ance sheet. Along the same line, it will be most difficult 
to provide and justify sound reasoning for amortizing 
premium on bonds held as so-called temporary invest- 
ments. 

The case is particularly good in that it is designed to 
provide the student with experience in examining ac- 
counts and underlying documents for a manufacturing 
concern and also to deal with such several specialized 
items as: cash surrender value of life insurance, accrued 
vacation pay, and pension fund liability. The particular 
merits of the case lie in the realistic presentation of a 
practical accounting situation, elimination of a signifi- 
cant portion of detailed auditing work, and restricting 
the number of transactions for examination to a reason- 
able minimum. 


The Accounting Reriew 


Instructors who give or contemplate giving a course 
in auditing where they prefer the student to simulate 
the conduct of an actual examination of accounts and 
the preparation of a report thereon will do well to con. 
sider the adoption of this well planned and presented 
case. 

Bruce Furey 
Vice Chairman and Professor 
New York University 


ARNOLD W. JOHNSON, Intermediate Accounting, Revised 
Edition (New York: Rinehart & Company, Inc, 
1958, pp. xiii, 793, Price $8.50). 


In the preface, Professor Johnson indicates several 
broad objectives for the revised edition of his Interme. 
diate Accounting. He expresses the hope that the text 
will reflect “. . . the progress achieved by the profes. 
sion of accounting over the past decade. It is hoped, fur- 
ther, that Intermediate Accounting will be a book also 
distinguished by its substantial content and by the fact 
that it is modern and forward-looking.” 

Professor Johnson also enumerates several pri- 
mary objectives followed in the preparation of the re 
vised edition. He writes “The materials of the book 
should be those generally studied ...on the second 
year-level of collegiate work. The stress upon the an- 
alytical, interpretive, and managerial aspects of ac- 
counting should be conspicuous and constant.... 
There should be a generous supply of tested and real- 
istic problems, graded and carefully related to the chap- 
ters they follow ... the problems should encourage a 
student to think about the theory and practice of ac- 
counting . . . valuation accounting is stressed by empha- 
sizing the effect of accounting valuations upon the state- 
ment of income and the balance sheet. Paramount is the 
stress on income. . . . every effort has been expended to 
make Intermediate Accounting a book that is fully in- 
clusive as to topical content and yet easily adaptable to 
individual instructional needs. ... The ‘why’ of ac- 
counting procedures has been stressed by discussing the 
theories which underlie them.” 

Professor Johnson further states that ‘Underlying 
the primary objectives of the book is a secondary ob- 
jective: the materials of accounting should be useful— 
to accountants, to management, to investors, to busi- 
nessmen generally, and to interested agencies of govern- 
ment.” 

The objectives outlined by Professor Johnson in the 
preface are numerous and ambitious. In order to fulfill 
the goal of the revised edition of Intermediate Account 
ing, Professor Johnson commences with a definition of 
accounting and its role in business. The introductory 
chapter concludes with a short review of elementary 
accounting by means of illustrative problems. 

Chapters II through XVII consider specific items 
presented in the traditional balance sheet sequence of & 
chart of accounts. The emphasis is primarily from the 
balance sheet point of view with some stress on income 
determination. 

The next two chapters, XVIII and XIX, are con- 
cerned with income determination and measurement. 
The stress is on the generally accepted concepts of rev- 
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eque, cost, and net income. Consideration is given to 
installment sales and long-term contracts. 

Chapters XX through XXIII discuss and illustrate 
the principles being advocated currently for financial 
statement presentation with emphasis on analysis of 
financial statements. 

Elementary considerations of budgeting are re- 
stricted to chapter XXIV and the concluding chapter 
of the revision introduces accounting theory which 
should have been inserted after the introductory chapter 
in order to make the subsequent discussion more mean- 


Appendix A includes actuarial science which has use- 
fulness to accountants. Mathematical tables appear in 
Appendix B. 

In comparison with Professor Johnson’s first edition 
of Intermediate Accounting, the significant changes in 
the revised edition comprise a slight rearrangement of 
the sequence of the content, more extensive incorpora- 
tion of the pronouncements of the committees of the 
American Institute of Certified Public Accountants and 
the American Accounting Association, more detailed 
explanation of controversial issues, further considera- 
tion of internal control, and the addition of a chapter on 
accounting theory. 

Areas covered in the revised edition, although not 
comprehensive, include the most important principles 
and practices of financial accounting to be learned by 
the second-year accounting student. Alternative ter- 
minology which would appeal to some instructors is not 
always indicated. The presentation is to the point and 
the style is understandable. 

Although Professor Johnson has done an admirable 
job of incorporating explanations or supporting theories 
for the more important accounting principles and prac- 
tices, full theoretical support throughout the text was 
not undertaken. This omission, undoubtedly, was made 

with a purpose. An instructor will have to explain some 
of the basic accounting principles. This can be achieved 
by use of appropriate problems at end of each chapter. 

Considerations have been given to the pronounce- 
ments of the committees of the Institute and the Ameri- 

can Accounting Association. Professor Johnson has 
taken a position on some controversial issues; however, 
on others, he is content with presenting the various 
points of view. 

Since a thorough review has not been made of the 
problem material, one hesitates to express an opinion 
relative to them. However, the 381 problems in twenty- 
five chapters and an additional 41 problems in Appendix 
A, Actuarial Science, appear to provide ample material 
for instructor use in classes and for outside assignments. 

The revision does not blaze a new trail in the inter- 
mediate accounting area. It basically is a standard inter- 
mediate accounting text primarily concerned with finan- 
Gal rather than managerial accounting. It will give the 
student a basic understanding of the essential problems 
and theories of financial accounting practice at the sec- 
ond-year level and will prepare a student for a general 
business career as well as for the professional field of ac- 
counting. 

The text will appeal to an instructor who desires a 
clear concise presentation of the important topics and 
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related principles in second-year accounting and who 
employs a problem approach rather than a theoretical 
approach to the teaching of the subject matter. 


University of Missouri 

Karu Karrer, Standard-Kostenrechnung (Zurich: Ver- 
lag des Schweizerischen Kaufmaennischen Vereins, 
1955, pp. x, 350, no price available). 


Professor Kaefer of the University of Zurich, Switzer- 
land celebrated his sixtieth birthday several months ago. 
Ever since he entered the field of economics and particu- 
larly the area of the firm’s economy, he centered his in- 
terests upon accounting and accountancy with a heavy 
concentration on industrial accounting. His ‘Indus- 
trielle Rechnungswesen,” now in its fourth edition, is 
ample proof of his fondness for this phase of office and 
factory procedures and systems. The present volume 
“Standard Cost Accounting” constitutes the assembled 
research and writings of many articles and shorter texts 
that appeared during the last twenty years in Swiss 
management and office journals. This text of 350 pages 
is in the words of the author “the result of the coopera- 
tion of theoretical research and practical experience” 
and is a valuable addition toe the ever-increasing litera- 
ture in the field of industrial and managerial accounting 
in European countries. 

The scientific goal consists of a presentation of his- 
torical development and a step-by-step description 
from the simplest form to the highest developed order, 
namely the double form of standard cost accounts 
based on an exhaustive search through rich and volu- 
minous literature—particularly that of the United States 
of America. However, the author finds that the fore- 
runners of the present standard cost system are already 
present in the predetermined or estimated cost system 
and the retroactive costing methods as developed by 
Professor Schmalenbach of Germany. The author retains 
the title “Standard Cost Accounting” even though in 
Germany the title ‘“Planned Cost Accounting” is more 
common. Professor Kaefer sees in the German system a 
method that deals mainly with the control of cost cen- 
ters by standards. His presentation, however, strives to 
encompass the totality of all standard cost procedures 
while any budgetary control system would be con- 
structed and operated on an even broader basis. 

Keeping these views of the author in mind, the reader 
is first treated to an elaborate exposé of Swiss, German, 
French, Dutch, and particularly American sources. A 
definition, a statement, an opinion, an argument, a 
method—each is continuously documented by a short 
source description which the author found in any of the 
numerous publications that he studies for this text. In 
many instances, especially when the standard cost pro- 
cedures are discussed, the author cites actual cases that 
were either gathered in the course of his own painstaking 
study of 47 types of manufacturing or commercial 
activities in Switzerland, Germany, and Austria or re- 
lies on the “how-we-do-it” publications of the National 
Association of Accountants (formerly N. A. C. A.). 
Theory is founded upon the textbooks published in the 
countries mentioned. The Cost Accountant’s Handbook, 
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the monographs published by the National Association 
of Cost Accountants dealing with Standard Costs, Budg- 
ets, Profit-Volume Analysis, Direct Costing, etc., and 
the Yearbooks starting with those of the early years of 
N. A. C. A.’s existence are used to support theory and 
practice throughout the textbook. 

Because of the source material the standard cost 
methods advocated in the text do not differ from those 
known in the U. S. A. The presentation becomes inter- 
esting when the author interjects fine differences in 
meaning or usage of terms and methods as compared 
with European authors. On the other hand, the author 
stresses for the European reader those steps that make 
standard cost accounting an acceptable method in 
American business. ‘Management by exception” so 
heavily stressed in Anglo-Saxon literature has not yet 
been accepted nor even understood in European man- 
agement circles. The manager is still the boss and does 
not yet expect too much guidance from his accounting 
system. It is admitted that these old ideas and attitudes 
are on their way out. Particularly is this true when the 
factory accountant possesses a thorough schooling in ac- 
counting and costing theory, a good knowledge of fac- 
tory operations, and some organizational talent. But 
many years will go by before the present state of ac- 
counting, cost control, and cost analysis existent in the 
U. S. A. will be reached. The author himself laments 
the fact. Partial progress has been made but much still is 
to be done. Your reviewer observed during the past 
summer the systems operating in large scale European 
factories (1,500 to 25,000 employees) and learned once 
more that old-fashioned manual methods with some 
type of cost control exist along with modern budgetary 
cost control procedures where the division of expenses 
into fixed and variable elements is common and direct 
costing is a useful managerial tool. The author recom- 
mends these new steps throughout the text. He also 
stresses the fact that the introduction of a standard cost 
system with flexible budget requires top management’s 
enthusiastic conviction and acceptance of modern cost- 
ing methods. 

Your reviewer believes that Professor Kaefer’s text 
with its remarkably harmonious presentation of theory 
and practice and short problems form a sound basis for 
furthering forthright and efficient internal cost control 
and analysis in European business. The European busi- 
nessman confronted with the European common market 
idea and the competition in the export market will do 
himself and his enterprise a great favor by paying at- 
tention to Professor Kaefer’s many valuable ideas and 
practices. For the American teacher in an American 
University the text is one of the most unusual summa- 
ries of cost procedures and techniques described and 
executed on two continents. The research preceding the 
publication of this text was without question painstak- 
ingly thorough and in harmony with the best tradition 
of European scholarship. 

ApoLPH Matz 
Professor of Accounting 
University of Pennsyloania 


W. E. KarRENBROCK AND Harry Smons, Intermediate 
Accounting—Comprehensive Volume, Third Edition 


The Accounting Review 


(Cincinnati: South-Western Publishing C 
1958, pp. x, 982, $7.25). t 


Intermediate Accounting—Comprehensive Volume is 
designed, according to the authors, as a text for a second 
course in accounting to meet the needs of the genera) 
business student for whom the intermediate courge js 
the final one in accounting as well as the accounting 
major for whom the intermediate course forms a founda. 
tion for further specialized courses. The comprehensive 
volume has been prepared for a two-semester or g 
three-quarter course while a companion text, Interm. 
diate Accounting—Standard V olume, was developed for 
a one-semester or two-quarter course. The comprehen. 
sive volume presents almost 60% more pages of mate. 
rial than the standard volume. 

Following the plan of previous editions the twenty. 
eight chapters of the third edition are divided into five 
parts as follows: 


Part I—Fundamental Processes 
Part II—Working Capital Items 
Part I1I—Noncurrent Items 
Part IV—Corporate Capital 
Part V—Analytical Processes 


Part I consists of five chapters which provide a re- 
view of financial statements and fundamental account- 
ing processes. In the first two chapters modern state- 
ment procedures are illustrated and reviewed. The ap- 
pendix includes the statements of seven well-known 
corporations taken from their corporate annual reports, 
These statements illustrate contemporary usage in 
statement form and presentation. A new feature of the 
preparation of the income statement and the retained 
earnings statement in Chapter 2 is the division of in- 
come taxes for the year into the tax that is applicable to 
ordinary income and the tax that is applicable to extraor- 
dinary gains. Chapters 3, 4, and 5 present a thorough 
review of the accounting process and the periodic sum- 
mary. This material allows for as complete a review of 
the first course in accounting as the instructor may de- 
sire. 

Part II—Working Capital Items, includes six chap- 
ters covering current assets and current liabilities. In 
addition to the usual coverage in these chapters two 
features deserve comment. The effect of periods of 
changing prices upon cost of goods sold is clearly illus- 
trated and discussed. In the chapter dealing with cur- 
rent liabilities the interperiod allocation of income taxes 
is a new feature. The presentation illustrates the meth- 
ods of allocation as well as discusses the arguments for 
and against such allocation. 

Part I1J—Noncurrent Items, consists of eight chap- 
ters dealing with non-current assets and long-term debt. 
Chapter 17—Plant and Equipment—Revaluations, ade- 
quately treats the subject of appraisals and depreciation 
of emergency facilities. While the problem of deprecia- 
tion and rising prices cannot be completely treated ina 
part of a chapter, the authors have clearly stated the 
pertinent points of the problem and briefly indicated 
the current thinking on the subject. 

The four chapters of Part IV are devoted to the dis- 
cussion of. paid-in capital and retained earnings. The 
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ip of the usual paid-in capital items to legal 

“tal is indicated. The latest ideas about retained 
eumings and other surplus items are explained. Part V 
indudes five chapters dealing with statements from in- 

records, errors and their correction, statement 
aulysis (two chapters), and the statement of applica- 
tion of funds. 

Sets of questions, exercises, and problems follow 
each chapter. The 417 questions are thought provoking 
ones for the review of theory. The 257 exercises are 
short problems usually involving one major point. These 
ue particularly useful for classroom discussion and il- 
lustration. The problems are graded for comprehensive- 
ness, The first ones in each group are shorter and offer 

ice in basic concepts. Later problems are longer 
and allow for a more complete review of related ma- 
terials. Of the 286 problems 81 are AICPA examination 
problems, an addition of 23 since the first edition was 


Throughout the text the authors have incorporated 
into their discussion the pertinent recommendations 
and definitions of the American Accounting Association, 
The American Institute of Certified Public Account- 
ants, The Securities and Exchange Commission, etc. 

It is this reviewer’s opinion that the authors have 
accomplished their stated aim of producing a text that 
frees the instructor from the burden of explaining in 
detail processes and procedures and allows him to 
spend his time in critical analysis of the materials and 
ideas under discussion. They have produced a well writ- 
ten text in which is continued the worthwhile approach 
of previous editions. Current materials are presented on 
a high professional level. 

Guien YANKEE 
Professor of Accounting 
Miami University (Ohio) 


Masao Orsvx1, Book-Keeping System for Family Farm 
(Kyoto, Japan: The College of Agriculture, 1958, 
pp. 75. 


The author of this book is head of the Institute of 
Farm Accounting and professor in the College of Agri- 
culture, Kyoto University, Kyoto, Japan. The editor’s 
preface states, “The Institute of Farm Accounting, an 
attached organization of the College of Agriculture, 
Kyoto University, has been endeavoring to make the 
theoretical and positive study on farm accounting and 
agricultural valuation to lay the theoretical and method- 
ological foundation for the research by book-keeping 
method on the farm management and family farm 
economy. The Institute is also executing itself the re- 
search by book-keeping method on large number of 
family farms in the prefectures near Kyoto by the hands 
of the students of our College, making them to contact 
with the individual family farms.” 

_ Two types of bookkeeping are presented; one en- 
titled “Kyoto University Self-accounting Book-keeping 
System for Family Farm” and the other, “Simplified 
Self-accounting Book-keeping System for Family 
Farm.” The author states that neither of the two types 
of bookkeeping presented is for research purposes nor 
to acquire necessary data for the formulation of agri- 
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cultural policies of the government or other organiza~- 
tions. 

Mr. Otsuki begins his book with a discussion of “The 
Principle of Bookkeeping and the Structure of Family 
Farm Economy” using charts, some of which are rather 
unusual, to illustrate the inventory method, cash trans- 
actions, the classification of transactions, and the 
scheme of family farm economy. 

Part II of the book, ‘““Kyoto University Self-account- 
ing Book-keeping System for Family Farm,” is quite 
similar to the traditional English and American treat- 
ment of the subject with a total of twenty-eight forms 
illustrating the various books, records and summaries. 
He discusses briefly some of the accounting problems, 
shows how transactions are entered in the records and’ 
summaries prepared. Part II is brought to a close with a 
brief discussion of ‘‘Advanced Calculation Tables,” 
including formulae for the determination of (a) net 
return to the family farm, (b) net return to farm prop- 
erty, and (c) net return to the family labor-force. 

In Part III, “Simplified Self-accounting Book-keep- 
ing System for Family Farm,” the author tries to sim- 
plify his system so the farmer with limited knowledge of 
accounting method could use it to advantage. Under the 
heading of “Static Accounting of Family Farm Econ- 
omy,” he discusses and illustrates a ‘Family Member 
Book” and a ‘Table for Budgets-Actual of Property.” 
Under the heading of ‘(Dynamic Accounting of Family 
Farm Economy,” he discusses and illustrates with 
many tables and forms (a) the “Main Book of Dynamic 
Accounting” in which he presents forms for ‘““Budget- 
Actuals” of Gross income Receipts, Income Expendi- 

tures, and Living Expenditures and (b) ‘Subsidiary 
Book of Dynamic Accounting” containing a “Current 
Sketch Table for Farm Operations,” “Memo Book for 
Income Receipts and Income Expenditures, and Living 
Expenditures.” 

In Part IV, the author presents a brief treatment of 
cost accounting for farm products along the usual lines 
of farm cost accounting. 

In Part V, the author apologizes for a very brief 
treatment of the “Valuation problem,” stating that it 
has been avoided “because of two reasons: one is that 
the problem of valuation is outside of the subject mat- 
ter, and the other is that the problem of valuation is 
not a type of problem to be explained easily in a few 

While the Japanese translation is likely to be diffi- 
cult for most readers to comprehend, this effort is to be 
commended as a worthwhile contribution to the meager 
amount of literature on the subject. We shall certainly 
welcome future publications of the author and his In- 
stitute of Farm Accounting. 

James W. DaVavutt 
Professor of Accounting 
University of Florida 


Proceedings of the Seventh International Congress of 
Accounianis 1957 (Amsterdam, The Netherlands: 
Seventh International Congress of Accountants, 
1957, pp. 714, Price $6.60). 


The Proceedings of the Seventh International Congress 
of Accountants, held in Amsterdam, September 1957, 


| 
published. 

a 
ount- 
itate- 

ap- 
sorts, 

in 

the 

ined 
f in- 
le to 

aor- 
w of 
de- 
nap- 
. In 
two 
s of 
Axes 
th- 

for 

ap- 

bt. 
de- 
jon 
na 

| 


168 


includes the technical papers, summaries and discussion 
at the meeting by contributors and others, and a full 
report of the social calendar. The Proceedings are 
“basically in English, but some papers and discussions 
are first presented in Dutch, French or German, and 
English translations are supplied here by the authors. 

The technical papers deal with six topics: principles 
for the accountant’s profession, budgeting and the cor- 
responding modernization of accounting, verification of 
the existence of assets, business organization and the 
public accountant, the internal auditor, and ascertain- 
ment of profit in business. It is impossible to do justice 
to six topics with each topic covered by a half dozen or 
more people and running to a total of 600 pages. Two 
topics, budgeting and profit ascertainment, are selected 
as samples for discussion here. 

Paraphrasing the rapporteur, R&tsch (Germany), 
the five papers on budgeting and the corresponding 
modernization of accounting (p. 181-282) set out the 
present state of knowledge of methods and problems of 
budgeting; but they show that the practice is still in its 
infancy and that many questions do not have generally 
accepted answers. Tempelaar (Netherlands) stresses 
difficulties of budgeting for small and medium-size 
businesses; Chopra (India) views budgeting as one tool 
for steering a state economy. Wilson (U. K.) is concerned 
with influence of budgeting on accounting procedures 
and tasks devolving on the accountant; and Pelej 
(U.S.A.) emphasizes the importance of budgeting from 
the viewpoint of management. 

The solutions proposed by each Contributor to the 
major problems in budgeting, reflected the environ- 
mental influence of size of business, status of economy 
and demand to increase productivity, inflation and re- 
placement costs, internal and external auditing require- 
ments, and industrial training required for accountants. 

The papers on ascertainment of profit in business 
(p. 565-672) were summarized by Beyrenc (France) as 
follows (p. 646): 


“The profit of an enterprise can be determined by 
reference to various concepts, and I would say, some- 
times even to differing concepts, legal, fiscal, eco- 
nomic and others. According to the criteria which 
you choose, the results at which you will arrive, may 
appear to be entirely different one from another, and 
sometimes even contradictory. The economic con- 
cept of profit is, I believe, the most important for en- 
suring the normal development and continuity of a 
business. It is therefore necessary to calculate all 
tangible assets at their replacement value, in order 
to allow for necessary reserves for depreciation of 
equipment in view of accelerated replacements due 
to the rapid progress of modern techniques. It is also 
necessary to separate profits derived purely from 
commercial sources from profits originating from 
monetary fluctuations, and to take into consideration 
economic fluctuations and the lack of certainty as to 
the future. What is the profit which has to be pre- 
sented to the partners, to shareholders, to the staff, 
to the public, and to the State? Where do we find the 
truth? And if there is no absolute truth in this mat- 
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ter, then we must ascertain what are the reasonable 
recommendations and suggestions which may be 


made in determining periodically the profit ye a 
business.” 


Groeneveld (Netherlands) dealt with the purposeand 
significance of profit ascertainment, valuation of ray 
materials and work units of fixed assets, taxation and 
economic principles i in profit determination, and provi- 
sion for contingent risks. Frisbee (U.S.A.) por’ no 
price level changes in income determination and agree. 
ment on principles but not procedures for adjustment. 
Hansen (Denmark) analyzed deficiencies in 
concepts of income against a “‘true” concept of profit, 
Conservative accounting profits can, in fact, be uncon- 
servative so that an economic concept of income should 
be used. Iletschko (Austria) dealt with money and rea} 
value, disposal profit, winding-up profit, and account- 
ing differences. Business profits are computed at inter- 
vals based on conventions that fix extent of expectations 
to be taken into accouut. Mangal (France) raised and 
discussed three questions: relationship between profit 
and loss and changing use of facilities, impossibility of 
using a single method for inventory valuation, and 
whether accurately computed profit is the key to sound 
judgment on operations. 

In discussion, Saunders (U. K.) pointed out that 
little progress had been made in developing new meth- 
ods for handling price-level changes, which were covered 
at length at the Sixth Congress in London 1952 (see 
Accounting Review 28: 596-98), because inflation had 
slowed down and depreciation on newly acquired assets 
was at near-replacement costs. K afer (Switzerland) gave 
the discussion of profit ascertainment an unexpected 
turn when he pointed out the Swiss law enabled direc 
tors to set up secret reserves to reduce the probability of 
shareholders at general meetings moving to increase 
dividends. 

The Proceedings by contrasting differing practices 
and opinions would serve as a useful adjunct to account- 
ing theory courses. The Netherlands sponsors are to be 
congratulated on choice of topics, careful reporting of 
proceedings, and attractive printing. 

Rosert H. Grecory 

Assistant Professor of 

Industrial Management 
Massachusetts Institute of Technology 


Davin A. Tomas, Accelerated Amortization (Ann At- 
bor: Bureau of Business Research, School of Business 
Administration, University of Michigan, 1958, pp. 
vii, 104, $5.00). 


Thomas has developed this monograph from 4 
Michigan doctoral dissertation. He describes and evalu- 
ates the application of accelerated amortization during 
and after the Korean conflict. A basic assumption be- 
hind the analysis is that “Our government making and 
administering the laws of a democratic business system, 
should encourage private ownership and operation of 
the facilities to the greatest extent possible where com- 
mercial use value is likely to emerge.” 
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As background for a consideration of this policy, the 
author describes the treatment of plant cost in income 
tax calculations in the price determination process and 
jn renegotiation during World Wars I and Il as well as 
during the period after 1950. Accelerated amortization 
during World War I was applied retroactively in 1923. 
The difference between the cost of war period plant 
additions and their 1923 appraised value was used as a 
measure of depreciation for both income tax and price 
determination purposes. Legislation providing for this 
treatment was passed after the war was over so that 
little incentive effect was secured. During World War 
Il, 100% certification for both income tax and renego- 
tiation purposes was the general rule; normal deprecia- 
tion was used for price determination. After 1950, 
certificates permitting amortization over a 5 year period 
were rarely granted for 100% of the cost of the facility. 
Determination of the appropriate percentage posed an 
additional administrative problem. Setting this percent- 
age on an industry wide basis rather than on a case-by- 
case approach is defended by the author on the grounds 
that administration is simplified and a closer approach 
to the free-price system is secured. 

The author approves the use of accelerated amorti- 
zation for price negotiation and renegotiation in those 
cases where the tax concession is inadequate to bring 
out the necessary production. He points out that its use 
for renegotiation and not negotiation (the present prac- 
tice) gives no assurance to the firm that a cost conces- 
sion will be obtained and hence provides little incentive 
to management to make the investment. 

The relatively weak incentive effect of allowing ac- 
celerated depreciation for tax purposes is pointed out. 
The absence of an excess profits tax and the improb- 
ability of a decrease in normal] and surtax rates means 
that the only value of the privilege is the postpone- 
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tween deductions available to holders of accelerated 
amortization certificates and other tax payers. 

Thomas overstates these weaknesses, however. The 
higher the interest rate used in any calculation of the 
benefit of tax postponement, the greater the benefit 
becomes. With a zero interest rate, postponement yields 
no benefit. In his calculations, Thomas uses a 5% inter- 
est rate. This is hardly consistent with the high risks of 
military projects or even with the low pay-out periods 
used by American industry. If he had used 25% (for 
instance), the picture would be quite different. 

His comparison of accelerated tax amortization and 
post-1954 tax depreciation is incorrect. He says “‘As- 
suming a 60 per cent certification for an asset with a 10 
year life, there would be no tax advantage at all from 
using emergency accelerated tax amortization.” This is 
because “‘a firm may write off two-thirds of the cost of a 
facility over the first half of its normal life” under the 
optional depreciation methods. But a firm that has a 60 
per cent certification may also deduct depreciation on 
the other 40 per cent. It may then write-off approzi- 
mately 87 per cent of the cost over the first five years. 

Thomas has not attempted to study the administra- 
tion of accelerated amortization to determine whether a 
particular application should have been approved or 
whether the percentage of certification permitted was 
appropriate. This gargantuan task will probably never 
be performed. The study, on an analytical rather than 
an empirical level, is used to demonstrate that it may be 
a useful tool of economic policy. 

One point he does not cover is that the cost of 
this subsidy is buried in the tax receipts. The income tax 
is a splendid tool for producing revenue; use of it to give 
subsidies may so erode the tax base as to seriously de- 
crease its revenue producing potential. 

Cart L. NELson 


ment of income taxes. In addition the availability of the Professor of Accounting 
accelerated depreciation methods narrows the gap be- University of Minnesota 
Electronics 
Peccy Courtney, Eprror, Business Electronics Refer- Courses—Training Programs 
ence Guide, Volume 4 (New York: Controllership Conferences—Seminars 
Foundation, Inc., 1958, pp. iii, 602, Price $15.00). Visual Presentations 
Periodicals 
The fourth volume of Business Electronics Reference . 
Guide continues to report specific data on the more sig- a apa » Proceedings, Reports 
nificant aspects or facets of electronic processing of busi- : ‘ . 
ness data. It reports extensive information on computer Topical Index neg Published Material 
Subscription—Updating Services 
> installed and applications processed on them. Alphabetical Index of Publications 
coverage of Volume 4 has been extended to include Alphabetical Index of Publist 


business/economics data processing by various govern- 
mental agencies. It for the first time provides an index 
to compute applications as to the kinds of data process- 
ing operations. 

_ The Table of Contents shows the types of informa- 
tion the Reference Guide provides: 


Electronic Computer Installations and Applications 
Electronic Data Processing Systems 
Commercial Digital Electronic Computing Centers 


Controllership Foundation Long-range Research 
Program 


The Controllership Foundation plans to have this 
volume to be the last in the series of reference guides to 
electronics in business. 

For those interested in doing research in electronics 
Volume 4 should prove to be a very useful reference. 
J. S. L. 
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Finance 


RussELL MATHEWS AND JOHN McB. Grant, Inflation 
and Company Finance (Melbourne: Law Book Com- 
pany of Australasia PTY Ltd., 1958, pp. xii, 179, 
Price $8.40). 


This small book reports the results of a research 
study of the effects of the post-war inflation upon the 
financial problems of Australian corporations. It begins 
with an explanation of the technique of price-level ad- 
justments and of alternative accounting methods of 
combating the distortive effect of conventional pro- 
cedures during a period of decline in the purchasing 
power of money. It concludes with a series of chapters 
in which the implications of the study are discussed with 
particular reference to pricing and dividends, together 
with some observations as to the probable influence of 
inadequate analysis of the problem upon the business 
cycle. 

The explanation of the adjustment technique is ele- 
mentary and is concentrated upon inventories and de- 
preciation. Purchasing-power gains and losses on net 
monetary assets are ignored. Depreciation is calculated 
on current replacement value. Beginning inventories are 
valued at current prices. 

The central core of the book is a ‘‘quantitative assess- 
ment of the accounting effects of inflation on the profits 
and finances of the corporate sector of the Australian 
economy during the period 1945-46 to 1952-53.” As in 
any study of this type, the statistician must have a 
generous endowment of imagination and audacity in 
order to conceive and apply the short-cuts, more or less 
arbitrary assumptions, estimates, and similar tech- 
niques to meet the problems of variations in accounting 
methods, discrepancies between tax returns and book 
figures, numerous gaps in the data, etc. Examples of the 
assumptions made are: that all depreciable assets in 
existence at July 1, 1945 were valued at 1944-45 prices, 
that all companies calculate depreciation by the reduc- 
ing-balance method, and that all inventories are valued 
on a FIFO basis. The possible errors caused by such 


assumptions are readily acknowledged by the autho 

The results of the study seem to indicate that 
the period covered, the depreciation adjustment is yp. 
important relatively to the inventory appreciation af. 
justment. The adjusted figures demonstrate that the 
retained earnings, instead of rising substantially, as the 
reported book amounts indicated, apparently declined 
substantially, and in fact were negative in 1951-52, 

The authors felt that there was some awareness by 
company officials of the problem of the effects of infis. 
tion, but that the steps taken were in general inadequate, 
Revaluation has been relatively unimportant as a type 
of solution. The creation of secret reserves, a practice 
which would be considered improper in the United 
States, was apparently quite common. Many companig 
established specific reserves to cover the increased re. 
placement costs. It was felt that Australian companies, 
in general, failed to raise prices to a replacement-cost 
level. 

The basing of income taxes on net income adjusted 
for price-level changes is recommended: “‘first, this basis 
of taxation helps to prevent financial instability among 
companies in times of changing prices; second, it is more 
equitable in distributing the tax burden among com. 
panies; and third, it contributes to an efficient allocation 
of productive resources.” 

As to the effect upon the business cycle, the author 
felt that business confidence may be misplaced if it is 
based upon conventional accounting data, and recom- 
mended current-cost accounting together with replace 
ment-cost pricing as the procedure most likely to pre- 
serve both profitability and financial stability. 

The book is interesting as an attempt to apply the 
technique and philosophy of price-level adjustments te 
a large segment of an economy. 

Perry Mason 
Research Associate 
American Institute of Certified 
Public Accountants 


General 


GERALD O. DyxKsTRA AND G. DyxstrRA, Busi- 
ness Law—Text and Cases, Second Edition (New 
York: Pitman Publishing Corporation, 1958, pp. 
xix, 999, Price $9.00). 


Business Law—Text and Cases is the second edition 
of a text book originally published in 1949. While the 
book follows a fairly standard pattern for textbooks in 
this field in that it combines an exposition of the legal 
principles with cases decided by the courts to illustrate 
rules of law, and problems at the end of each chapter, 
it, nevertheless, differs to a considerable degree from 
competing books. 

Rather than attempt to cover the entire gamut of 
subjects generally thought of as included within the 
discipline of business law, the authors omit completely 
the areas they feel should be covered in other courses in 


the curriculum, such as real property, bankruptcy, com- 
mon carriers, government regulation of business, labor, 
insurance, etc., as well as most business torts. This is 
done so that they can concentrate their entire attention 
on seven of the major topics in business law—contracts, 
agency, partnerships (which was not included in the 
first edition), corporations, bailments, sales, and nego- 
tiable instruments. 

Another point of difference from most business law 
textbooks is that this work is much more legalistic in 
its approach. Not only are the many cases reported with 
more completeness and greater length than is usual with 
books in this field, but much of the text materials pre- 
ceding each group of cases consists of quotations from, 
or references to, other court decisions and opinions. The 
authors do this advisedly, stating in their preface thats 
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of the training in schools of business administra- 
tion should include an early exposure to, and mastery 
of, basic legal verbiage. 
If the instructor in business law agrees with these 
that a course in business law should involve a 
thoroughly detailed and complete study of only certain 
areas of the subject, and that the approach 
should be that of the true student of the law, entailing 
the reading of the courts’ full decisions on each point, 
with all the legal arguments and reasoning included, 
then this book is almost perfect for his purposes. It 
is mature in its viewpoint, meticulous in its coverage, 
and logically combines textual matter with the cases 
to enable the reader to follow and appreciate the intri- 
cate legal analysis of the topics. Furthermore, each 
point is thoroughly documented, including footnote 
references, in this edition, to the 1957 Official Edition of 
the Proposed Uniform Commercial Code. 
But this reviewer is at odds with Dykstra and Dyk- 
stra in the basic premise that underlies their book. He 
with them in the general idea that business law is 
taught so that the businessman will recognize a legal 
problem as it arises in the daily practice of his affairs, 
and will know when to seek counsel from his lawyer. 
The undersigned insists, however, that a complete and 
detailed study of the minute intricate points involved in 
a limited number of topics, with emphasis on a mastery 
of following the various arguments of the judges in their 
technical analysis of the legal questions, is not the way 
to accomplish this result. Not only does such an ap- 
proach cause the undergraduate student to “lose sight 
of the forest for the trees,”’ but also, rather than train- 
ing him to recognize when he needs legal advice, it 
tends to endow him with a false confidence that he 
knows enough of the subject to solve his own legal 
problems and that the counsel of an attorney is unnec- 


essary. 

It is the belief of this reviewer that a business law 
course should generally cover all the topics usually con- 
sidered to fall within the discipline, without however 
bringing in all the minor and intricate sub-points of 
each subject. The cases given to the students to ponder 
should present the factual situation, which will parallel 
the problems they might later meet in business life, 


Book Reviews 


171 


but should not burden them with the complex legal 
analysis and verbiage which are the tools of the lawyer’s 
trade. We inform the public of the general symptoms of 
cancer so they might know when they should consult a 
physician—we do not initiate the layman into the in- 
tricacies of cancer diagnosis and treatment so that he 
can attempt to treat it himself. So should it be with 
business law. 

Thus an appraisal of the Dykstra work is a matter of 
approach. If one agrees with the authors that the study 
of business law involves a thoroughly detailed legalistic 
analysis of only a major segment of the subject, then 
this text is heartily recommended. 

Smpney I. 
Associate Professor 
Rutgers University 


Bureau oF Business RESEARCH, HARVARD BUSINESS 
Scnoor, Bulletins Nos. 152, 153, 154 (Boston; 
Harvard Business School Division of Research) 


Matcoitm P. McNair, Operating Results of Depart- 
ment and Specialty Stores in 1957, Bulletin No, 
152 (1958, pp. viii, 91, $6.00). 

Anita A. Hersum, Operating Results of Variety 
Chains in 1957, Bulletin No. 153 (1958, pp. vi, 
37, $2.00.) 

Wrisur B. ENGLAND, Operating Results of Food 
Chains in 1957, Bulletin No. 154 (1958, pp. vi, 
31, $2.00). 


These three bulletins report the results of the 1957 
annual surveys by the Bureau of Business Research of 
the Harvard Business School in the area of business 
indicated in the bulletin title. Each bulletin presents a 
summary of the results of the survey made as the open- 
ing section of the report and then the detailed statistical 
analysis and discussion of each aspect of the data stud- 
ied is presented. 

Those interested in specific information and analysis 
of the operating performance of business in the subject 
areas should find a wealth of excellent materials in these 
studies. 

J. S. L. 
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READY IN MARCH .. 


C.P.A. Problems: Complete Review Cou 


Volume 1: Problems, Volume 2: Solutio 


ARNOLD W. JOHNSON, 
New York University 


This new two-volume set is a compila- 
tion of 144 problems representing 
carefully selected C.P.A. examination 
problems as well as a few of the au- 
thors’ own. They are designed to pre- 
pare the student for the C.P.A. problem 
examination by familiarizing him with 
up-to-date C.P.A. exam problems and 
solutions, and by reviewing the princi- 
ples of accounting as applied to these 
problems. Emphasis throughout is on 
professional examination practicability 
and the problems are of a type and fre- 


EVROUL S. GERMAIN, 
Syracuse University 


quency fully representative of the 


which have appeared in recent C.P.A\™ 


examinations. Each problem has a e 
solution, although in some cases, alters 
native solutions appear. These arrive at. 
the same conclusion but by means of a 
different approach in method 
technique. All solutions are so detailed 
that the problem-solver can follow” 
each step of the thinking process, Ade 
quate explanations and schedules h 
been included to explain short cuts. 


144 PROBLEMS FULLY COVER... 


Bonds payable—Budgets—Consignments—Consolidated financial statements 
—Cost accounting—Funds, statement of source and application of —Govern= © 
mental and institutional accounting—Home office and branch—Zinstallment” 
sales accounting—Insurance—Inventory valuation—Mergers and reorgani- 
zations—Partnerships—Special-purpose statements—Statement analysis— — 
Statement preparation, revision and correction. 


(Each of these sections is preceded by a detailed de- 
scription of the specific problems that it contains.) 


ALLYN AND BACON 
150 TREMONT STREET 


COLLEGE DIVISION 
BOSTON 11, MASS. 
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